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Board of Governors of the Federal Reserve Svstem
Department of the Treasury
Commodity Futures Trading Commission
Securities and Exchange Commission

December 26, 2001

The Honorable J. Dennis Hastert
Speaker of the House

United States Houwse of Representatives
Washington, D.C. 20515

[Drear Mr. Speaker:

We are pleased to transmit our report on retail swaps as required by the Commodity
Futures Modermzation Act of 2000 (CFRA").

The CFMA dirccied the Board of Governors of the Federal Reserve Svstem, the
Secretary of the Treasury, the Commeodity Futures Trading Commission, and the Secunties and
Exchange Commission (the “agencies™) to study issves regarding the offering of swap
agreements 1o retail customers, principally small businesses and individuals.

Specifically, the study was to address the potential uses of swap agreemenis by retail
customers; whether financial institutions are willing to offer such swap agreements; the
appropriate regulatory structure, if any, to address customer protection issues with respect (o the
offering of such swap agreements; and other matters the agencies deemed necessary or

appropriate to address. The agencies interviewed several polential market participanis whose
views are described in the report.

The CFMA zlso directed the agencics to submil a report to Congress on the findings and
conclusions of the study, along with any recommendations for legislative action.

As indicated in the report, the agencies do not recommend legislative action at this time
for swap agreements offered to retail customers.

Staff of the Federal Deposit Insurance Corporation, the Federal Reserve Bank of New
York, and the Office of the Comptroller of the Currency worked with the agencies during the

study and participated in the preparation of the enclosed report.
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We appreciate the opportunity to convey this report to you,

Sincerely,

"-\.\‘
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. III' ,f'f ’ -
o M — Wk e~
15 '} Paul H. O"Neill

Chairman . Secretary
Board of Govermnors of the Federal Reserve Department of the Treasury

%""’5%—

es E. Mewsome .arw:}' L.

Chairman Chairman
Commodity Futures Trading Commisgion Securities and Exchange Commission

N
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Board of Governors of the Federal Reserve System
Department of the Treasury
Commodity Futures Trading Commission
Securities and Exchange Commission

December 26, 2001

The Honorable Richard B. Cheney
President of the Senate

United States Senate

Washington, D.C. 20510

Diear Mr. President:

We are pleased to transmit our report on retail swaps as required by the Commodity
Futures Modemization Act of 2000 (“CFMA"™).

The CEMA direcied the Board of Governors of the Federal Reserve System, the
Secretary of the Treasury, the Commodity Futures Trading Commission, and the Securities and
Exchange Commission (the “agencies™) to study issues regarding the offering of swap
agreemenls 1o retail customers, principally small businesses and individuals.

Specifically, the study was to address the potential uses of swap agreements by retail
customers; whether financial institutions are willing to offer such swap agreements; the
appropriate regulatory structure, if any, to address customer protection issues with respect fo the
offering of such swap agreements; and other matters the agencies deemed necessary or
appropriate to address. The agencics interviewed several potential market participants whose
views are described in the report.

The CFMA also directed the agencies to submit a report to Congress on the findings and
conclusions of the study, along with any recommendations for legislative action.

As indicated in the report, the agencies do not recommend legislative action at this time
for swap agreements offered 1o retail customers.

Staff of the Federal Deposit Insurance Corporation, the Federal Reserve Bank of Mew
York, and the Office of the Comptroller of the Currency worked with the agencies during the
study and participated in the preparation of the enclosed report.
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page 2

We appreciate the opportunity 1o convey this report to you,

Sincerely,
- __r .-"'"_H_\"‘h\l
... '-II
] —Hllllr J-: P M\&wf
Al Gréenspan. " J' Paul H. O"Meill
Chairman Secretary
Board of Governors of the Federal Reserve Drepartment of the Treasury

es E. Mewsome arvey L.
Chairman Chairman
Commaodity Futures Trading Commission Securities and Exchange Commission
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JOINT REPORT ON RETAIL SWAFS

As Required by Section 105(c) of the
Commodiry Futures Modernization Act of 2000

L INTRODUCTION

The Commodity Futures Modernization Act of 2000 (“CFMA™) requires the Board of
Governors of the Federal Reserve System (“Board™), the Secretary of the Treasury (“Treasury™),
the Commeodity Futures Trading Commission {"CFTC"™), and the Securities and Exchange
Commission (“SEC™) to conduct a study of issues involving the offering of swap agresments o
persons other than cligible contract participants.’! This Report responds to the CFMA's
requirement that the agencies submit to Congress by December 21, 2001, the findings and
conclusions of the study and their recommendations on whether any legislative action is
necessary and appropriate.

A primary purpose of the CFMA was to create a clear legal foundation and regulatory
framework for many types of aver-the-counter {(“OTC™) derivatives transactions entered on a
principal-to-principal basis between “eligible contract pa:tlurpanls (“ECPs"") as defined in
Section 1a{12) of the Commodity Exchange Act l[ ‘CEA™.® Parties that do not qualify as ECPs
include individuals who do not have total assets in excess of $10 million (or $5 million if they
enter swap agreements for risk management) and non-financial entities that do not have total
assets in excess of 510 million (or net worth in excess of 31 million if they enter swap
agreements in the ordinary conduct of business or for risk management). For purposes of this
study, non-ECPs are “retail customers,” and swaps offered to them are “retail swaps.™

Since its enactment, the CFMA has excluded OTC swap agreements and other specified
derivatives transactions between domestic and foreign financial institutions, broker/dealers,
insurance companies, commodities firms, and other ECPs from most of the CEA. The CFMA's
limitation of this exclusion to ECPs was consistent with the recommendation of the President’s
Working Group on Financial Markets that OTC swap agreements between institutional
counterparties generally should not be subject to the CEA.”

The CFMA did not address the legal or regulatory status of swap agreements with retail
customers, with the exception of clarifications to a provision of the CEA known as the Treasury
Amendment, which excluded certain transactions in foreign currency, government securities, and

! Commodity Futures Modernization Act of 2000, Pub. L. No. 106-554 - Appendix E, §105(c), 114 Stat.
2763A-365 (2000),

* TUSC Ela(12).

7 President’'s Working Group on Fmancial Markets, Repor! on Over-the-Counter Derivatives Markets
and the Commuodity Exchange Act (Movember 1999,
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other specified financial instruments from the CEAY Specifically, the CFMA explicitly excluded
OTC foreign currency futures and options transactions offered to retail customers by certain
federally and state-regulated entities from most provisions of the CEA.®

This Report does not cover retail swap agreements in foreign currency because Congress
has addressed these transactions in the CFMA s revisions to the Treasury Amendment.
However, in the CFMA, Congress did not address CEA issues involving retail swap agreements
on underlying assets or instruments not covered in the clarifications to the Treasury
Amendment.” Instead, Section 105(c) of the CFMA posed the following topics for the agencies
to investigate in the study:

1. The potential uses of swap agreements by persons other than eligible contract
participants.

2. The extent to which financial institusions are willing to offer swap agreements to
persons other than eligible contract participants.

3. The appropriate regulatory structure to address customer protection issues that may
arise in connection with the offer of swap agreements to persons other than eligible
contract participants.

4. Such other relevant matters deemed necessary or appropriate to address,

Y7 U.5.C. §2(c). Prior to the CFMA, there was disagreement concerning the scope of a provision of the
CEA known as the “Treasury Amendment,” which provided an exclusion from the CEA for toreign
currency transactions. The CFMA provided clarity to this issue. With respect to governmenl security
transactions, futures on government securities which trade on an organized exchange are subject to the
jurisdiction of the CFTC. 7 U.S.C. §2(c)2)(A). Other transactions in government sccunties, regardless of
the nature of the counterparties, are excluded from most provisions of the CEA. 7 ULS.C. §2{c)1).

* OTC futures and options transactions in foreign currency offered to or entered mio with retail customers
are excluded from most provisions of the CEA if the counterparty is & regulated bank, a registered broker-
dealer or futures commission merchant (“FCM™) or affiliate thereof, or one of 2 number of other federally
ar state-regulated entitics. 7 U.S.C. §2(c)2NB). However, such transactions remain subject to certam
provisions of the CEA, including antifraud, if entered into by an FCM or affiliate of an FCM that ts not
also ome of the other cnumerated entities. 7 ULS.C. §2(e)(2HC).

OTC foreign currency futures and options transactions offered to or entered into with retail customers by
all other entities are subject 1o the CEA and the CFTC's junisdiction, as provided in the amended CEA, as
are foreign currency futures and options wansactions executed or traded on an organized exchange (other

than foreign currency options executed or traded on a national securities exchange, which are subject to
SEC jurisdiction),

¥ Analysis of whether any particular types of retail swaps are subject to the CEA or any other federal laws
falls putside the scope of the study reguired by Congress and this Report,
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To investigate these topics, the agencies interviewed representatives of derivatives dealers
(inecluding commercial and invesiment banks and a non-financial firm), a derivatives trading
system, and a trade association on August 1 and 2, 2001, in New York. Institutions were selected
based on the nature and scope of their derivatives activities and their interest in expressing views

on the questions posed. Appendices | and 2 of this Report contain a list of interviewed
institutions and a copy of interview questions.

Part Tl of this Report consists of & summary of what the agencies leamed from these
interviews. Part II1 sets forth the agencies’ conclusions and recommendations. Appendix 3 has
been prepared by Treasury Department staff in order to address tax issues associated with retail
swap agreements. Staff of the Federal Deposit Insurance Corporation, the Federal Reserve Bank
of New York, and the Office of the Comptroller of the Currency worked with the agencies during
the study and participated in the preparation of this Report.

II. SUMMARY OF INTERVIEWS

In general, the interviewees stated that they are satisfied with Congress’s clanfication of
the applicability of the CEA to denivatives activity in the CFMA. Thercfore, most intervieweces
are not currently advocating legislative action or a regulatory framewoerk with respect to retail
swaps, since they have no current interest in entering into this business. They indicated that there
does not appear to be either any demand for retail swaps al present or any financial incentive for
firms to offer retail swaps, in light of the array of altemative products currently available.

Two of the interviewees expressed an interest in retail swaps. One firm expressed an
intereat in providing energy derivatives as a hedging vehicle for small businesses and individuals
that do not meet the requirements to be ECPs and indicated a belief that there is demand fior such

a product. Another firm indicated a philosophical belief that current law is too restrictive and
that swaps should be available to non-ECPs.

A. Potential Uses of Retail Swaps

Among the potential uses for swap agreements by non-ECPs that the inlerviewees
identified in the course of the study are the following.

1. Equities
The interviewees generally observed that equity derivatives may be used for two

purposes: to hedge an existing position in an individual equity security or to create synthetic
exposure to one or mare individual securities or security indices,

Hedging. OTC equity derivatives are frequently used to hedge exposure (o adverse price
movements in a security, typically when the counterparty has a concentrated position in the
security that it does not wish 1o Kquidate, perhaps due to tax consequences, or when the
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counterparty is unable to liguidate a position in a security due to transfer restrictions under
federal securities laws. Although such counterparties typically meet the statutory critenia for
ECPs, one interviewee suggested that the growing number of “'dot-com™ millionaires in the late
1990s could potentially have generated interest in the development of equity derivatives products
for holders of restricted securities that own net assets of between £1 million and 35 million.

Several of the interviewees noted, however, that firms generally do not recommend the
use of swap agreements to hedge positions in individual equity securities because of tax
considerations.” Under the Internal Revenue Code, they said, entering into a swap agreement to
hedge an appreciated financial position, such as equity that has nsen in value since being
acquired, may be deemed a constructive sale, If substantially all the economic nsk of the
underlying financial position is eliminated, the holder is required to recognize any gams for tax
purposes. Conseguently, the commercial and investment banks interviewed indicated that they
typically advise persons seeking to hedge partially or reduce exposure fo an equity position 1o
enter into OTC oplions contraets, based on their view that the use of such contracts may not
always trigger a taxable event. They also indicated that this strategy does not raise CEA issues,
since options on securitics arc considered “securities” under the federal securities laws and are
not subject to the CEA.

Synthetic Exposure. The interviewees also noted that OTC equity derivatives could be
used 1o gain exposure 1o a security in lieu of purchasing or selling the security directly, It might
be advantageous to use an equity derivative for this purpose, in their view, if greater leverage
could be chtained (as compared to a iraditional margin account), or if the cost of executing,
clearing or settling trades in the underlying security or securities were comparatively expensive,
ag in the case of the component stocks of a security index or securities in certain non-LL5.
markels.

Several interviewees questioned, however, whether retail investors would be able to use
retai] swaps for these purposes. Some interviewees expressed the view that swap dealers were
unlikely to permit retail investors to obtain significanily greater leverage using a swap agreement
than by purchasing or selling the underlying security or a standardized derivative instrument ih a
traditional margin account, largely because of credit concerns. For example, some of the
commercial and investrment banks interviewed indicated that they typically require their
customers o collateralize the derivative contract with the securities they are seeking to hedge.

Some interviewees opined that, in light of the relative cost of negotiating and entering
into swap agreements,” individually-tailored swap agreements might not be cost effective for all

T The discussion of tax issues in this section of the Report reflects the comments of mierviewees, and no
inference should be drawn concerning whether the Treasury Department agrees or disagrees with the
opinions or analyses of 1ax issues expressed by the interviewees, A discussion writien by Treasury
Departrnent staff of tax issues of relevance 10 retail swaps can be found in Appendix 3.

¥ See discussion in Part ILB below,
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but the highest net worth individuals and institutional investors as a means of establishing a
synthetic exposure. The commercial and investment banks interviewed also generally noted that
retail investors currently have access to a wide variety of securities and derivatives products to
gain exposure 10 equity securitics, including equity-linked notes, warrants, exchange-traded
funds, mutual funds, exchange-traded options and, likely in 2002, exchange-traded securnity
futures,

2. Imterest Rate Products

Several interviewees noted that there was very little demand for interest-rate swap
agreements at present except among institutions and high net worth individuals that already
qualify as ECPs. For example, one firm remarked that, to the best of its representatives’
recollections, it had never entered into fixed income swaps with an entity that owned or had
under management less than 5100 million in assels.

Some interviewecs said that non-ECPs could potentially use interest-rate swap
agreemenis to obtain the benefit of more favorsble interest rates on houschold or small business
expenses, such as mortgage or consumer debt, separately from the underlying loan. These
interviewees added, however, that at the present time, it is convenient for non-ECPs to refinance
a mortgage or transfer consumer debt, and the ability to enter into an “unbundled” swap
agreement would not appear to offer retail customers a cost-effective or convenient alternative.

3. Energy

Several interviewess stated that non-ECPs may have an interest in swap agreements on
energy products, such as electricity, natural gas, and heating oil, as a tool to assist small
businesses and households in controlling energy costs. One firm further indicated an interest in
offering such contracts as a third party - i.e., to provide risk management transactions for such
commoditics without also supplying the underlying commeodity.

This firm noted that, as a result of the dercgulation of the energy markets in certain states,
households and businesses have entered inte forward contracts for full or partial energy
requirements with competing energy providers at fixed or capped prices. It was further noted
that, in localities where physical delivery of energy products may be restricted because of
regulatory or operational constraints, cash-setiled swap agreements have in some casecs been
available for ECPs in arder 1o provide them a means to hedge their exposure to price
fluctuations. Accordingly, small businesses and, to some extent, households that are not ECPs
may similarly desire to enter into swap agreements in order to control their energy costs when
forward delivery contracts are not available, in this firm’s view, current uncertainty about the
status of such contracts under the CEA has hindered their development.

Some interviewses, however, opined that the current tax treatment of gains and losses on
swap agreements entered into by individuals (and cutside the context of conducting a trade o
business) to hedge energy cosis may make such agreements less attractive. They indicated that
while gains on energy swap agreements would be fully taxable, losses on these swaps either
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would not be deductible or would qualify as a miscellanecus deduction, which are only
deductible to the extent total miscellaneous deductions excesd two percent of adjusted gross
H ¥

income.

In summary, all but two of the interviewees reported that there does not appear 1o be
significant demand for retail swaps at present, with one firm specifically stating that there was
retail interest in swap agreements with respect to energy products. The interviewees generally
noted that retail customers currently have access to a wide range of derivative instruments and
other aliematives to swap agreements Lo meet their financial needs, for example, for purposes of
hedging or gaining exposure to particular securities or interest rates. To the extent that non-ECPs
might seek to use swap agreements 1o protect against adverse price movements with respect to
household or business expenses (e.g., inlerest rates, energy prices), several interviewees
suggesied that in most circumstances it would be cheaper and more convenient for non-ECPs to
purchase such protection together with the underiying loan or commeodity, rather than in 2
separate transaction.

B. Extent to Which Institutions Are Willing to Offer Swap Agreements to
Persons (riher than ECPs

According to most of the interviewees, derivatives market participants are not gencrally
planning to offer swap agreements to retail customers at present, apart from the interest there
may be in offering retail swaps with respect to energy products. In general, the interviewees
noted that firms currently have no commercial interest in offering swaps Lo retail customers
because there is no demonstrable demand for them. Lack of demand is apparently sufficient to
preclude any desire on the part of these institutions to explore issuance of these instruments, thus
obviating the need to analyze legal issues.

In responding to any customer demand for such products that might arise in the future,
some interviewees identificd specific considerations derivatives firms would need to address
generally in developing and marketing swap products to non-ECPs. In particular, to the extent
that non-ECPs were to prefer retail swaps over existing alternatives because of specific perceived
advantages - such as greater flexibility — firms would have to consider the costs associated with
providing those features in 2 retail context. These include, for example, administrative issues
associated with negotiating retail swaps, the potential credit nisks of offering retail swaps 1o non-
ECPs, and the need 1o implement sales practices for the offenng of swap agreements 1o non-
ECPs.

Administrative Issues. Four interviewees specifically indicated that administrative and
technological issues related to the entering into and preparing the documentation of retail swaps
would have to be considered in developing a profitable business model for such products. For
example, to make offering of retail swaps feasible from an administrative and technological

* This issee is discussed in Appendix 3,
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perspective, swap dealers may need to standardize retail swaps significantly. Standardization
could facilitate the swap dealer’s management of exposure and enable it to take advantage of
economies of scale in marketing and distribution. On the other hand, one firm suggested that the
principal advantage of swap agreements over existing standardized or exchange-traded
instruments is their flexibility, in that they could be structured 10 meet specific customer
objectives. Accordingly, it appears that one challenge for firms in determining the feasibility of
offering retail swaps is the potential tension between the desire to mitigate infrastructure costs by
standardizing terms of retail swaps and the need to offer products that would meet the financial
ohjectives of specific retail customers.

Creditworthiness. Three interviewess specifically noted that swap dealers would have te
consider the ability to monitor the creditworthiness of non-ECPs in developing a viable retail
swap product for retail customers, particularly in light of the expected size and profitability of
retail transactions. Several of the commercial and investrment banks interviewed indicated that,
in the context of their existing swap business with ECPs, they employ extensive nisk
menagement practices to control their credit exposure to counterparties. These practices usually
include, among other things, extensive analysis and monitoring of the counterparty’s financial
status by a eredit committee or similar body, in light of particular transactions being
contemplated.

Sales Practices and Appropriateness. Two of the firms interviewed specifically noted
that derivatives firms would need 1o develop adequate sales practice procedures o assess the
appropriateness of swaps for retail customers to protect themselves against the risk of private
litigation or, where applicable, regulatory enforcement proceedings. Many of the commercial
and investment banks interviewed indicated that they currently have highly detailed procedures
for ensuring the appropriateness of equity options offered to certain ECF clients, such as private
banking clients. In evaluating the appropriateness of individual transactions for their existing
ECP clients, the commercial and investment banks interviewed indicated that they often produce
multiple drafis of term sheets, engage in frequent discussions with the client, and consult with
verious depariments within the firm to ensure thorough analysis.

Omne firm expressed the view that it would be very difficult, in light of the extensive
procedures it currently employs in transactions with ECPs to justify recommending a swap
(ransaction to a retail customer.

Lepal Uncertaingy. Two interviewees remarked that legal uncertainty was an impediment
for the development of retail swaps with respect to energy products. Given the lack of interest in
offering other tvpes of retail swaps, however, it does not appear that most institutions have felt
the need to analyze comprehensively CEA issues as they might apply to retail swaps.

In this connection, most interviewees strongly advised against taking legislative action
regarding the application of the CEA to retail swaps. As discussed in greater detail in Part 11.C
below, these interviewees believe that legislative action with respect to retail swap lransactions,
in the absence of evidence of demonsirable retail demand or institutional interest in offering most
of these instrumenits, does not appear justified.
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., Appropriate Regulatory Structure to Address Customer Protection lssues

that May Arise in Connection with the (Miering of Swap Agreements to
Persons Other than ECPs

The interviewees generally believed that it is premature 1o consider the appropriate
regulatory structure to address customer protection issuss that may anse in connection with the
offering of retail swaps in the absence of demonstrable demand for a retail swaps product. There
was a general reluctance among most of the interviewees to address CEA 1ssues lemslatively go
soon after the enactment of the CFMA, which served 10 resolve many of the legal 1ssues about
which swap markel participants had been concerned.

One interviewee noted that creating a regulatory regime for a product that does not as yet
exist could have the effect of channeling business into artificial regulatory structures that are
unnecessary and do not address the needs of the market place. Another interviewee cautioned
that unnecessary legislative or regulatory activity to create such a product might stimulate

artificial interest in a produet that could, in tum, give rise 1o abusive marketing or sales practices
by unregulated entities.

As noted above, one interviewee indicated that there is interest in offering retail swaps
with respect to energy products, for example, to small businesses that do not meet the ECP
criteria of the CFMA. With respect to the appropriate manner to address CEA 1ssues for such
products, the interviewee did not advocate a legislative solution, nor did it propose the
development of a new regulatory regime for these products. Two other interviewees observed
that firms interested in offering retail swaps would generally prefer to seek regulatory relief for
such products on an case-by-case basis instead of reopening the CFMA for debate in light of the
considerations discussed above.

Some firms suggested that there was no need for a specialized regulatory sirecture o
address public policy issues, Likewise, several interviewees cxpressed concem that a specialized
regulatory framework for retail swaps might affect traditional products -- such as contracts that
offer price or interest-rate protection in connection with an agreement to provide the underlying
commodity or loan -- that are offered subject to existing federal and state regulation, One firm
identified the following issues for consideration by policymakers in determining the need for
regulation and the appropriate regulatory structure for retail swap products:

» whether there exists, or is any need for, a special federal or state regulatory
framework for the underlying instrument, and the extent to which unregulated
gwaps activity might affect regulated markets for the underlying instrument
{e.g., price discovery mechanisms in securities markets);

o whether federal law would preempt the application of state laws to retail swap
products;

* whether the party offering a retail swap product is a regulated entity subject to
adequate regulation; and
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&= how regulatory action might result in offshore migration of derivatives
activity, and how offshore activity might affect a domestic retail swaps
market.

M. CONCLUSIONS AND RECOMMENDATIONS FOR LEGISLATIVE ACTION

The agencies do not believe it is necessary at this time to recommend legislative action
for swap agreements offered to persons other than ECPs.

According to the interviewess, persons who are not ECPs seem at this time to have
sufficient instruments at their disposal to meet their risk management and investment needs, and
there is currently a lack of interest among most major market participants in offening swaps (o
retail customers. As noted in this report, energy swaps are 2 possible exception to both findings.

With respect to retail energy swaps, it is possible, upon request by a market participant,
that the CFTC could exercise administrative authority as appropriate, on a case-by-case basis,
within the limitations of its current statutory jurisdiction under the CEA regarding such requests.
In this connection, the CFTC would need to consider, among other issues, the extent of s
authority to grant relief, whether the granting of such relief would be in the public interest, and
any implication such reliel might have on potential state regulation of such products.

If at some future date interest in retail energy swaps increases beyond the scope of the
CFTC's authority to address regulatory isswes related to these products in a satisfactory manner,
Congress may wish at that time to consider the desirability of further legislative action with
respect o the legal status of and federal regulation, if any, of retail energy swaps, as they did in
the CFMA with respect to OTC transactions in foreign currency with retail customers. If further
legislation is considered in the future, in addition to the specific regulatory issues identified by
the intervicwees, consideration should be given at that time to the economic functions served by

redail energy swaps, the public interests to be protected, and the impact of any new regulatory
regime on the development of retail products.
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Appendix 1
List of Interviewses

Commercial Banks:

Bank of America

TP Morpan Chase & Co.

Investn ks
C3oldman Sachs Inc.
Lehman Brothers Inc.

Morgan Stanley Dean Witter

Lthers:
Blackbird Holdings, Inc,
Enron Encrgy Services, Inc.

[nternational Swaps and Derivatives Association
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Appendix 2
List of Interview Questions

What do you see as the potential uses of retail swaps?
Are you willing to offer retail swaps (or currently doing g0)? 1f not, why not?

What types of underlying assets?

What type of contracts”

In what notional amounts?

What types of retail customers? Individuals? Small businesses? Other?

What are the risks involved in offering these products? How would you (do you)
manage those risks?

& & & & ®

What is the appropriate regulatory structure to address customer protection issues that
may arise in connection with the offering of retail swaps?

1s there a need for regulation to protect customers?

» Should the regulatory structure differ depending on whether the entity
offering/booking the swaps is otherwise regulated?

»  Should the regulatory structure differ depending on whether the market for the
underlying asset is subject to regulation”

What other matters { for example, tax and other regulatory issues) are necessary of
appropriate for a study of retail swaps to address?
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Appendix 3
The Taxation of Over-the-Counter Derivatives
in the Hands of Retail Customers'

The following discussion considers the tax issues that may anse if over-the-counter
derivatives are made available to persons other than eligible contract parucipants. Throughout
the discussion, the distinction between hedging activities undertaken by retail customers pursuing
a trade or business and those undertaken in other contexts is a critical determinant of the
applicable tax treatment.

Investment Versus Hedging Activities

Retail customers may enter over-the-counter (“OTC”) derivatives contracts for purposes
of either investment or hedging.’ Where the motivation is the opportunity for gain, the
transaction may be characterized as investment, and there are essentially no tax issues peculiar o
OTC derivatives. Current law addresses the taxation of invesiment contracts of all kinds in the
hands of natural persons, corporations, and pass-through entitics such as partnerships. Although
a realization-based system favors cerain investment products aver others, there is no reason 1o
believe that the current system poses any differcntial obstacles to retail customers entering OTC
derivatives contracts for purposes of investment.”

Tax Hedges

Current law recognizes the economic importance of business hedges by offering a regime
under which taxpayers may reasonzbly match the timing of gain or loss from an existing
exposure with the timing of loss or gain from the hedge. This ahility to match timing for tax
purposes is critical as, in the absence of special hedging mles, there will often be a rrigmatch
between the timing of the tax consequences of the hedge and the timing of the tax conséguences

! This appendix was prepared by Treasury Department staff and does not reflect the views of the Board of
Governors of the Federal Reserve System, the Commedity Fatures Trading Commission, or the Securibes
and Exchange Commission,

! as used in this appendix, the term “retail customers" refers to individuals and business that are not
eligible contract participants as defined in the Commodity Exchange Act, “invesiment” meludes
speculation, and “hedging™ 15 used in its colloquial sense, regardless of whether there is a hedging
transaction for tax purposes.

' A realization-based system imposes tax on the gains from most investment contracts at the ume of 2
“realization” event, typically a sale. For example, tax is agsessed on the gains from a stock investment only
after the shares have been sold, In contrast, a mark-lo-market system imposes tax al regular intervals even
i o realization event has occurred. Such systems involve measuring the fair market value of 4 position at
the close of the tax period and calculating tax based on any gaim or loss during that period. Omly certain
instruments and specific classes of taxpayers must mark 1o market under current law. In addition, if a
taxpayer eliminates subsiantially all of the opportunity for gain and risk of loss from an appreciated
financial position, tax on the apprecialion may be mggered as if the position had been zold.
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from the existing exposure. For example, an airline hedging the cost of jet fuel mav do so with a
mix of instruments that produces tax congsequences for the airline that are taken into account at
timies that are different from the times when the airline takes its fuel expenses into account for
tax purposcs. Under the special hedging provisions, a taxpayer may reasonably match the timing
of the tax results of the hedge to the timing of the deduction for the fuel expenses.

By also matching the tax character of gains or losses from business hedges with the tax
character of the existing exposure, the tax system ensures that both are taxed not only at the same
time but also at the same rate. Indeed, in the absence of a provision preventing hedges from

producing capital gains and losses, some hedging losses would become temporarily or even
permanently nondeductible.

To qualify for this treatment, however, a number of conditions must be satisfied: First,
the existing exposure that is hedged must be in the context of a trade or business. Hedges

reducing exposure related to personal consumption, including those for household energy usage,
are therefore not accorded this treatment.

In addition, only certain types of exposures fall under these provisions. For the hedge to
receive the special tax treatment, the existing exposure must be an ordinary item. For example, it
may depend on the price of ordinary property, that is, property that does not produce capital gain
or loss for tax purposes. Business inventory is perhaps the most obvious example of ordinary
property. Capilal assets, including stocks and other personal property, fall outside of this
category. A tax hedge may also be used to protect against adverse movements in the cost of
borrowing or the price underlying other ordinary business expenses. Excluded, however, from
the category of permitted exposures are cash flows, whether dividends or business profits.

There is no reason, in principle, why retail customers could not rely on the tax hedge
provisions Lo facililale business hedging activities that employ OTC derivatives. The
requirement that a tax hedge must be in the context of a trade or business, however, excludes
significant classes of potential retail customers. For these customers, even if the hedged
exposure results in taxable income or deduction, the inapplicability of the tax hedge regime
makes possible a mismaich between the timing of the tax consequences of the hedge and the
timing of the tax consequences of the hedged exposure.

Non-Deductibility of Pavments Pursuant to OTC Derivatives

Hedging outside the context of a trade or business raises another fundamental difficulty.
Under current law, non-business retail customers would find that gains with respect to the
hedging insirument are generally taxable at the rates applicable to ordinary income,” but losses
are, at best, only partly deductible. For example, the hedging losses may be subject to the
limitations on the deductibility of capital losses or to the total ban on deductions for expenditures
for personal consumption, This asymmetric treatment might discourage retail customers from
using OTC denivatives to manage risk outside the context of a trade or business,

* Many hedges would produce short-term capital gains and Josses.,
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Under Federal tax law, most OTC derivatives contracts entered by retail customers are
“notional principal contracts™ (“NPCs"), which are defined as a “financial instrument that
provides for the payment of amounts by one party to another at specified intervals calculated by
reference to a specified index upon a notional pl'inc'fa] amount in exchange for specified
consideration or & promise to pay similar amounts.™ This definition includes many common

OTC derivatives designed to hedge exposure lo energy prices. Under these derivatives, payments
are caleulated based on an index derived from energy prices.

Among the cash flows pursuant to NPCs are periodic payvments. These payments could,
under a tvpical NPC, flow either from the retail customer to the dealer or from the dealer to the
retail customer. Again considering the example of a contract to hedge exposure to energy prices,
payments might flow to the retail customer after any month in which aciual prices rose above a
threshold level specified in the contract. Should prices instead fall below a threshold level, the
retail customer would have to make the monthly payment. For those entering such OTC
derivatives contricts in the course of a trade or business, payments received would be included in

income, and subject to tax at the ordinary rate. Payments made pursuant to the contract would be
deductible as a normal business expense,

For those wishing 1o hedge outside of the context of a trade or business, however, the
symmeiry would break down.” Payments received from the dealer would be included in income
and taxed at ordinary rates. On the other hand, payments made to the dealer might not be
deductible.” The prospect of taxation of payments from the dealer, with no potential offset in the
form of deductible payments to the dealer, would reduce the attractiveness of retail OTC

denvatives products.

Adso of concermn from a tax policy perspective 15 the fact that the asymmetry, which
effectively “whipsaws™ taxpayers, is effectively eliminated if the hedge is imbedded into an
energy sales contracl. Once again considering the case of the household energy contract, the
asymmetry disappears if an energy supplier contracts with a customer to provide electricity at a
fixed rate during a specific period of time. Economically, this arrangement is not different from
spot purchases combined with a hedge because the gains and losses on the imbedded hedge are
reflected in the fixed price paid for the electricity. When the spot price is low and the fixed price
exceads the spot price, there 15 in effect a loss on this imbedded hedge. When the spol price is
high, the situation is reversed and the imbedded hedge economically produces a gain. In this

 Treas. Reg. § 1.446-3(c) 11,

* In addition, hedging outside a trade or business context does not constitute a tax hedge; thus the retail
custarner is unable 1o reasonably match for tax purpoeses the ummg of gun and loss from the existmg
exposurc with gam and loss from the hedging instrument.

7 Ewven if such payments were deductible, individual income taxpayers are subject to a 2 percent floor on
miscellanesus deductions. Unless the amount of such payments, coupled with other miscellanonus
deductions such as unreimbursed employes expenses, exceeds 2 percent of adjusied gross income, no
deduction 15 permitted.
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case, neither the gain nor the loss on the imbedded hedge is a tax event; so the treatment (or non-
treatment) is entirely symmetric. One of the basic principles of good tax policy is neutrality, in
the sense that tax concerns should not provide incentives to make a particular choice among
economically equivaleni transactions. In this case, however, there is a clear tax incentive 1o
purchase both electricity and imbedded risk management from a single supplier, rather than
purchasing electricity from one source and risk management from another.
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Campaign Gifts, Lobbying Built Enron's Power In
Washington

By Dran Morgan and Juliet Eilperin
Washingron Post Staff Writers
Tuesday, December 25, 2001; Page Al

Durng the sdministration of the first President George Bush, a new party fundraiser named
Kenneth 1. Lay was invited to spend the mght 2t the White House, The sleepover was an early
coup for the chairman of Enren Corp. and a harbinger of things o come.,

Ower the following decade, Lay and Enron poured muillions of dollars inio TLS. politics,
cultivating unequaled access and using the entree to lobby Congress, the White House and
regulatory agencies for action that was critical to the energy company’s spectacular growth.

Mow, with Enron's sudden bankruptey, public amention has wrned not only to the financial
practices that brought the company down, but to what its far-flung political operations say about
the country's campaign finance system.

Some Democrats in Congress are spoiling for an opportunity to use Lay and Enron o embarrass
the Republican Party, which received most of the company's largess over the vears. They want to
look into such things as Enron's relationship with Phil Gramm (R-Tex.). ranking minority
member on the Senate Banking Committes and chairman of the committes at a time when his
wife, Wendy L. Gramm, was serving on Enron's board. Last vear, Gramm's committee approved
legislation that included a key provision exempting parts of Enron's massive energy trading
operation from federal oversight.

"I think the Enron storv is going to tum out to be an enormous political story,” said Rep. Henry
A, Waxman (D-Calif.), ranking minority member on the House Energy and Commerce
Committee,

The ties of Lay to the White House and GOP leaders, he added, were so multilayered that
Republicans are likely to be reluctant to pursue them. But he made clear that he intends 1o do so
and expects the Democratic-controlled Senate to follow suit.

Enron also cultivated relationships with Democrats, however. Lay plaved goll in Vail, Coele.,
with President Bill Clinton, and Enron gave hundreds of thousands of dollars to Democratic
campaign committees and Democrats in the House and Senate, including Sen. Charles E.
Schumer {N.Y.) and Rep. Martin Frost { Tex.), the ranking minority member on the House Rules
Committes,

A Routine Cost for Some

Advocates of campaipn finance reform say the Enron case vividly illustrates the ties between
politics and big money, though it's unclear that the company's political operations were radically
different from others for whom political contributions have become a routine cost of doing
business.
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"There are aspects of [the Enron case] that remind us of the savings and loan scandal, in the
sense that a powerful institution used big money to buy influence and protect itself while
ordinary citizens ended up losing their life savings,” said Fred Wertheimer, president of
Democracy 21, a Washington interest group, referring to a banking controversy in the 1980s,
Enron's ties to Republicans and the present Bush administration were especially close. Lay raised
large sums for George W. Bush's campaign.

Enron, Lay and its employees have contributed $572,350 1o him over his career, far more than
any other company, according to the Center for Public Integrity in Washington.

Several top administration officials have been Enron advisers or stockholders, Enron, Lay and
other senior executives contributed $1.7 million in soft-money donations to politicians in the
2000 election cvele, two-thirds of it 1o Republicans, according to the Cenler for Responsive
Politics

Republicans clearly are sensitive to the potential political dangers. The National Republican
Senatorial Committes recently returned a $100.000 check collected from Enron in November,
afier deciding that "it was appropriate to give il back)" spokesman Dan Allen said, The
Republican Governors Association last week returmed an Enron donation of $60,000.

What was unique about Enron, competitors and allies agree, was a brash and sometimes
counterproductive pelitical style.

Stories of Enron's hardball style are legion. In October 1999, for example, Jeffrey K. Skilling,
then Enron's president, expressed his displeasure at Rep. Joe Barton's position on a deregulation
bill pending in the energy subcommittes Barton chairs.

The meeting grew "heated and awful,” said one person who was present, until Barton (R-Tex.), a
vznally mild-mannered man who keeps a Bible on his desk, exploded. "Jeffrev Skilling. 1 may
not have your millions of dollars, but | am not an idiot,” one witness recalled Barton saying. The
meeting ended without Enron getting the changes it wanted. "Skilling did not get Washington,"
the source added.

"In their lobbying, they acted like the 800-pound gorilla they were,” said Christopher Homer, a
Washington lawyer who briefly directed Enron's government relations in 1997, Lay and Skilling
declined interview requests, but Enron officials say they have no regrets about their use of
money, "It got us name recopnition,” company spokesman Mark Palmer said. "Given the
aggregation of our foes, we had to make sure that people knew what our argument was.”

Jump-Starting Deregulation

Almost from its start in 1985 as a gas pipeline company, Enron needed help in Washington, and
it got it in a series of actions by Congress and the Federal Energy Regulatory Commission
(FERC) that undermined the traditional monopely of utility companies over power plants and
Iransmission lines.

Enron lobbied for several of the initial actions that set the stage for the era of a deregulated
wholesale electricity market.
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It supported the 1992 Energy Policy Act, which opened the utility companies’ wires to clectricity
merchants such as Enron. It also worked with the Commodity Futures Trading Commission --
then chaired by Wendy Gramm - for a regulatory exemption for futures trading in energy
derivatives, which later hecame Enron's most lucrative business, Soon after Gramm stepped
down in 1993, she was appointed to Enron's board,

Independent sources knowledgeable about these dealings, however, said Enron was not the main
interested party, They said the lead was taken by several major oil companies, including British
Petrolenm Co. and Phillips Petroleum Co., which were concemmed about the effect of CFTC
regulation on their offshore trading in crude oil contracts. Wendy Gramm, an apostle of free
markets, needed litile convincing, the sources said.

That same vear, Lay served as chairman of the committee organizing the Republican National
Convention in Houston, Hedging its bets, Enron made a major contribution to a "street fair” in
honor of Sen. John Breaux (D-La), a key energy policymaker, at the Democratic convention.
Kev orders by FERC in 1996 also supported Enron's transformation into a freewheeling trader of
gas, electricity and more exotic products, such as telecommunications services and sulfur-
dioxide emissions crediis,

The new rules ensured that Enron and other merchant companies could buy electricity from
independent power plants and sell it to distant customers, using transmission lines borrowed
from utility companies,

Even Enron's harshest critics credit Lay with putting new issues -- such as electricity
deregulation — on the Washington agenda. Lay.a former Interior Department official with a PhD
in cconomics, became "the ambassador” for deregulation, one former employee said.

Throughout the 1990s, Enron’s agenda was opposed by coal-burning utilities, especially ones in
the Southeast, which viewed the emerging wholesale electricity market as a threat to their turf,
Many of these, such as Atlanta-based Southern Co., had impressive political funding and
connections of their own,

But with the explosive growth of Enron and the GOP takeover of Congress in 1995, the
company's soft-money donations -- unregulated and unlimited gifts to political parties and
organizations - jumped sharply. They went from about $136,000 in the 1993-94 election cycle,
to SAR7.000 in 1996 and $1.7 million in 2000, according to the Center for Responsive Politics.

Frustrated by Washington

For all its connections, sources say, Enron often found Washington frustratingly slowand
unreliable.

The company placed a substantial bet on federal support for limits on the greenhouse pases
causing global warming. Enron officials hoped to exploit a new market in industry for carbon-

emissions credits, similar to the one that developed for sulphur credits after clean-air legislation
was cnacted in 1990
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The exemption, tucked into broader legislation that established the lepality of unrepulated
derivatives trading by banks, was not supperted by a Clinton administration working group.
largely hecause of opposition from the CFTC. Since the departure of Wendy Gramm, some in
the agency had lobbied for tighter control over the exploding energy derivatives market. The
legislation passed through the Senate Banking Committee, then chaired by Phil Gramm, who has
received $97.350 from Enron employees and its political action committee since 1989, A Gramm
spokesman said the senator does not recall talking to his wife, an Enron director, abowt the
energy provision and plaved "no role” in negotiating it. Wendy Gramm did nadl return phone calls
seeking comment.

Fnron was a primary player, with Koch Industries Inc., a large, privately held oil and pgas
company based in Wichita, in pushing for the exemption, a source said. But the company's main
effort was focused on the House Agriculture Committee, where the legislation originated. s
chairman and ranking Democrat, Texas Reps. Larry Combest (R) and Charles W. Stenholm (D),
respectively, were among the top reciplents of Enron campaign donations in the House since
1984,

The CFTC objected strenuously to the initial draft marked up by the commitiee, but the Texas
congressmen helped work out a compromise between Enron and the agency. The compromise
was then offered by Rep. Jerry Moran (R-Kan.), the home-state congressman of Koch Industries
and a recipient of campaign donations from Enron and Koch in the last election eycle, Moran did
nol return a phone call seeking a comment.

Early this year, Lay seemed to be at the height of his political power, getting a private meeting
with Vice President Cheney to discuss the administeation’s energy policy proposals and weighing
in on key nominations o FERC.

Curtiz Hebert Jr., FERC's chairman al the time, has reported that Lay called him and implied that
Enron would urge the newly installed Bush administration to keep him in the job -- if he changed
his views 1o support Enron's position for faster electricity deregulation. Lay contended that
Hebert called him to ask for support.

Hebert was not reappointed. He was replaced by Texas lawyer Pat Wood 111, 2 strong advocate
of deregulation who had the backing of Lay and Enron.

Ironically, since Enron's fall, both FERC and Congress seem to be moving in the direction of the
derepulated markets Lay and Enron lobbyists had pushed for.

@ 2001 The Washington Post Company
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CORRECTION

Wednesday, Diecember 26, 2001, Page A02

A Dec. 23 article incormeetly reported the action taken by the Senate Banking Committee, chaired
by Phil Gramm (R-Tex.), on a bill that exempted much of Enron Corp.'s trading activities from
federal regulation. The legislation was approved by the Senate Agricullure Committee.

@ 2001 The Washington Post Company
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Enron Executives Face Subpoenas

Senate Panel Also Orders Testimony of Directors
By Peder Behr and Dian Moryam

Washingion Post Staff Writers

Thursday, January 3, HE2: Page EO1

A Senate committee announced yesterday that it is subpoenaing top executives and directors of
the bankrup: Enron Corp. to determine their roles in the Houston company's epic collapse.

Three other congressional committees already are digging into the Enron failure, but the
subpoenas announced yesterday are believed 1o be the first of the congressional probes. Among
the likely recipients is Wendy Gramm, an Enron director whe is the wife of Sen. Phil Gramm (R-
Tex.).

Sen. Carl M. Levin (D-Mich.), chairman of the Governmental Affairs Committee’s permanent
subcommittee on investigations, said the panel also will subpoena financial and trading records
from Enron and audit documents from its accountant, Arthur Andersen LLP.

Enron's attorney. Robert Bennett, called the subpoenas "totally unnecessary” and said "we are
fully cooperating with Congress.”

Although Enron Chairman Kenneth L. Lay did not show up for two carlier congressional
hearings on Enron's bankruptey, he has agreed to testify next month before the Senate Commerce
Committee, Bennett said,

Fnron has turned over nearly three dozen boxes of documents to the House Energy and
Commerce Committee, Bennett said. "T don't question the legitimacy of an inquiry [into Enron's
failure], but it's not 8 measured approach to have a half-dozen different committees doing this at
the same time,” he said. "It can lead to a circus atmosphere and a lot of wasted time and effor.”
The full Governmental Affairs Committee has scheduled a hearing for Jan. 24 on Enron's use of
a large nurmber of partnerships that kept billions of dollars of corporate debt ofT the company’s
books. The hearing will also examine whether federal regulators missed waming signs of the
company's trouble.

Accounting errors involving the private partrerships caused Enron to overstale its earnings by
haif a billion dollars over the past four years. Enron's disclosure of the overstatement, in
MNovember, triggered a final plunge in the company's stock price and the company's bankruptey
filing Dec. 2.

Sen. Joseph 1. Lieberman (D-Conn.), chairman of the full committee, said, "The focus is, how
did this corporation collapse, and what can we do to make sure that something like this never

happens again™

Lieherman's commitiee joins an already crowded field of Enron inquiries. The House Energy and
Commerce Commitiee has sent investigators to inmterview Enron officials in Houston.

01202

01200000000558



Subcommittees of the House Financial Services Committee and the Senaste Commerce
Committes have already held hearings.

But Licherman’s panel is the top investigative committee of the Senate. Under Republican
leadership during the Clinton adminisiration, then-chairman Fred D. Thompsen (R-Tenn.)
headed an investigation of Bill Clinton's 1996 presidential campaign fundraising.

Levin and Lieberman said they intend to look into the close ties between Lav and President
Bush, a connection that some Democratic Party officials say they hope to take advantage of in
this year's congressional election campaigns.

Levin said he wants to know what advice Lav, who was & large contributor o the Bush
campaign, gave to officials of the new administration as it formulated energy policy a year ago.
Enron "also had close relationships with some Democrats, it's fair W say,” Lieberman
acknowledped. He said he expected the inguiry to be bipartisan and to have Thompson's support.
"We are going to work together,” Lieberman said.

Licherman said the commitiee also wants o leamn whether federal repulators have the authority
to adequately oversee the complex commodity frading and financial ransactions that were the
foundation of Enron's rapid growth over the past three years.

Lieberman noted that much of Enron's trading in energy derivatives was exempt from regulation
by the Commodity Futures Trading Commission, and he said a focus of the inquiry would be
whether this allowed the company to hide some transactions.

Enron was an active plaver in lobbying for the exemption beginning in the early 1990s,
according to sources. The exclusion was initially approved by the CFTC in 1992, and in 2000
Congress endorsed it as part of the Commodity Futures Modernization Act, despite concerns of
s0me senior regulators.

At a joint hearing on the legislation by the Senate Banking and Agriculture committees in June

2000, then-CFTC chairman William J. Rainer spelled out his "reservations" about the exclusion
and said that "the case for it has not been made” with regard to energy derivatives,

@2 2002 The Washington Post Company
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December 18, 2001

Senator Eyes End To Enron-Type Special-Purpose
Entities

Daow Jones Mewswines

WASHINGTON - L5, Senate Commerce Committee Chairman Fritz Hollings, D-5.C.,
pledged Tuesday fo infroduce legislation to eliminate the sorts of financial accounting
that led to the financial collapse of Enron Corp. (ENE).

At a commitlee hearing on the Enron debacle, Hollings called for legislation to eliminate
the use of special-purpose entiies, which are parnerships or trusts through which
companies keep their debt off the books and, in Enron's case, overstate earnings.

Hollings said such off-the-balance-sheet fransactions should end in order to protect
investors. Hollings also was highly critical of the amount of insider stock selling by top
Enren officials. He noted that Enron Chairman Kenneth Lay and former Chief Executive
Jeffrey Skilling each sold shares in recent months for more than $60 million, while
members of Enron's beard sold shares worth more than $180 million.

“The selling of Enron was prolific," Hollings said, calling the insider selling "a screaming
red flag."

If Enron officials felt the stock was undervalued, as they publicly attested, "why were
they cashing in?" Hollings said.

Hollings also said there was plenty of blame for the "shenanigans” associated with
Enren's collapse, which he likened to a "cancer." He cited Enron's rale in persuading the
Commodity Futures Trading Commission against the Clinton administration's call for
regulation of energy derivatives, and subsequent congressional action o exempt from
regulation the highly complex energy derivalives Enron's special-purpose entities
engaged in.

“We are all guilty for letting it happen.” Hollings said of Enron's collapse.
Sen. Byron Dorgan, D-N.D., chairman of the committee's consumer affairs panel,
described Tuesday's hearings as the first of several that will delve into the roles in

Enran's financial collapse played by: Enran officials; Arthur Andersen, Enron's outside
auditer; Wall Street analysts, and regulators.
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TRADING COMMUMNITY
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Vision

Ithough gaining credibility has taken some time, the acceptance of
online trading means a more efficient marketplace for all players,
Demand fior online trading of financial and nonfinancial products has grown

sigmificantly in receni years by both the bay side and sell side alike. For

Highlights

those who create online marketplaces, more challenges lie ahead, including

maintaining liquidsty, improving efficency, straight-through processing, and
creating electronsc markets for new nonfinancial commodities and fisures

such as energy, weather, and bandwidth.

Through its relationship with Cantor Fitzgerald, eSpeed has achieved
success in the interdealer broker market, leading all electronic mterdealer
trokers (|DBs) in the rading ol US Treasuries. Treasury transaction
yolume, both electronic and voice-assisted, on the eSpeed system
accounted for just over 0% of all trading in the first quarter of 2001,
when average daily trading volure was an estimated $94 billion,
However, eSpeed's domination of the IDE market ends where the
Treasury market ends and other securitics markets begin, Since marke!
acceptance of eSpeed’s other product lines has yet w develop critical
mass, the opportunity for growth may be increasingly difficult
Furthermore, no e-irading system has successfully integrated o wide
range of products on a single platform, casting dowbt on the ability

of ary one platform to support in-depth mmaltiproduct trading.

Elacironic trading has radically
changed the financial securities
markigs wilh grourdbreaking
techrciogy that alows market
parlicigants 1o iIncroass
efficiency, improve profits,

ard reangiresr Faditional
ways ol doing businass.

Cardor Fitzgarald hes irvashan
trvar 2250 million in aliscironic
trading technology smoe 19986,
11968, the firm spain off ils
tachnology salutions and the
alactronic brokedng funclion
devived from fhis Fmesiment inlo
aSpead, a subsidiary in which
Cartor Fitzgarakd now hokds &
BER auily slake.

By creating a-sealabla platiarm
Frough an assarmen of
stralegic aliancas, acquisitions,
ard invesiments in iechrakagy,
e5pead has became &
lormidatie player in 18 workd

o mincironic trading, towching
all sacion ol the market; issueans,
desiars, online brokers, and
redall invesions.

aSpeed taces significant
compatiticn fram & vedety of
market parficipants, ranging fram
interdesaler brokers to broker!
caaars bo fuburas emchanged.

&g challenging = this sounds,
the compatiion aclisally provices
a glimgas of how aSpeed hag
spannad the breadih ol The
a-commercs market with its
products and sendcoas,

Gayeral markal risks jpopardize
nSpeed's slanding in e
alackronic iradireg commurty,
mchuding its haavy reliance on
ore markat, LIS Treasuriss; tha
irnitad success of are of ks
braakthrough prodicss, e
Cantor Exchange: its binding
redationship with Caslid
Fitrgerald; the possibie rejection
of aSpeed's systam by linancial
ard mosfinancial nekiluticns; and
potemtial sirategie partners
oling for sokulicn s and prosucts
from othar Sechnolagy providers.,
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eSpeed: Building Scalable and Liquid Markels for the Online Trading Comaunily

TewerGroup belicves that eSpesd iz emharking on a very ambilious @ndeavor. Some fectiens in the markel
have sought electronic trading systems that support muitiple products, capable of tying them info o related
sirategy, bul na such sysiem las emerped, To date, i3 clear that the electronic tracing models that best
support US Treasuries are different from the best systems for corporate bonds, futares, and municipals.
Whesther any system can effectively integrate multiple products remains to be scen. [f these systems are
able to attract liquidiy, eSpeed will be in o position to lead this effort and hecome the préeeminent provider
of electronic trading svstems in the world, However, failure to attruct hiquidity may compromise c5pesd’s
credibility to further expand its business opportunities beyond the US Treasury market, which is shrinking in
the wake of US debt reduction.

Taxonomy

RAepisiomed
Fepa

Viiraless

Rejirmmanl

Flans Enterprida

=l
Busingss
LESTL

Mannges

Braneh

Chisnt Procass Distribution Channel

Business Drivers

Flectronic mading of financial securities, such as equities, fixed income, and forsign exchange, is gaining
ground and will only increase i the future a5 straight-through processing and other indusiry prolocols
are developed,

» Electronic trading perpetuates a more efficient, cost-cffective, and liquid marketplace, which benefits all
market participants including issuers, financial services inslitwions, and investors,

Implications

s Dealers” cost of doing basiness and porsuit of liquidity will drive them o embrace new ways of tradmg
financial and nonfinancial products even if it means working with these they view as competition—i.2.,
circumstanees will force them to engage in “coopetition,”

« As global futures and equities exchanges begin consolidating and converging to electronic trading, proven
technologies will help make these types of transitions less volatile.

Action tems

s Financial scrvices institations and venture capital firms need 1o be more selective regarding the
g-commerce companies that they are funding, learning from past mistakes of the e-commerce debacle

2
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wSpead: Buildng Scalable and Liguid Markets for the Onling Treding Community

s Omline trading venues should consider the failures as well as the siccesses in the marketplace, noting that
suceessful e-trading technology solutions have a sustamable reveme model and a scalable technology thist
is adaptable to a varicty of asset clasaes.

Introduction

The advent of clectronic trading of financial securities has radically changed not only the financial markets
but also the technology applications that allow market participants to increase efficiency, improve profits, and
reengineer the traditional ways of doing business. For institutional and retail brokers, firms of all sizes have
their own strategy for participating in e-commerce, whether it is outsourcing technology needs, participating
in consartiums of dealers, banks, or industry participants, or creating technology selutions internally. Simply
put, in the new world of e-commerce, ifa company is not investima in technolegy solutions for business-to-
business (B2R) marketplaces, it will be left behind,

One company with a distinctive approach 1o this ehallenge is a traditional interdealer broker, Cantor
Fitzgerald, which by making n sizable investment in its internal proprietary trading sysiem, created what it
helicves is an end-to-end lechnolegy solution for B2B marketplaces. Through the establishiment of its
subsidiary, eSpeed, the firm has both penetrated new vertical markess and expanded on those markets in
which it currently eperates voice-brokerage businesses. eSpeed’s expansion into these mirketplaces has
been accomplished by means of strategic allinnces, teehnalogy and financial investments, and & scalable
L bl oy selution,

eSpeed's ohjective—i0 become the technology solution for the BIB marketplace—has run o several
ohstacles in its short history, specifically with its first offering, the Cantor Exchange {CX), a futares and
aptiens exchange for the dealer market. The CX, now in its third year of operation, genesales modest
liquidity, yet Cantor Fitzgerald and eSpeed continue to support this failed attempt Lo suecess fully attract
liquidity in the electronic derivatives trading business. In addition, eSpeed s product suite bias grown
considerably since it began successfully offering US Treasuries to the interdealer broker (IDB) market,
This product growth in non-1§ Treasury securities and nonfinancial markets may have been too fast to
build sufficient liquidity and gamer interest among the trading community. $ince it has not yet achieved 2
gigni ficamt nemount of liqaidity,

This TowerGroup Research Mote examines eSpeed's business model, its sccomplishiments, and its
future challenges.

The Creation of eSpeed

Background

In 1996, Cantor Fitzgerakd, » leading beoker dealer since 1945, decided to make a substantial investment in
technology 1o aomate its inferdealer financial instrument trading business. To date, that investment has
grown to approximately 3250 million. Through this investment i iechnology, anintemal rrading system wis
developed, which eventually led to the development of the Cantor Exchange, an electronic exchange for
futures trading that began aperating in Seplember 1998, The technology in question eventunlly becarme a
subsidiary called eSpeed.

eSpeed commenced operations as a division of Cantor Fitzgerald on March 10, 1599, and was incorporated
in June of the sume year. This lod to the company’s initizl public offering on Decamber 10, 1999, when the

3
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aSpaed: Building Scalabie and Uquid Markets for ihe Onling Trading Commumnity

parenl company bestoowed its proprietary ebecironse transaction processing software, network distribution
systems, and related contractual rights on eSpeed. In refum, Cantor Filzgerald received majority equity
owisership of eSpeed as well as technology and electronis trading support. eSpeed received approximately
£139.6 million in procesds from the initial public offering (TP, which helped expand its market coverage
throigh strategic partnerships, acquisitions, and new investments i lechnology, Despite its independsnt
status, eSpeed still depends heavily on ils parent for voice-broker suppart, rade volume, and the elosing

of major investment deals such as the TradeSpark and Freedom [nternational Brokerage transactions

(=2ze Exhibit 1),

Exhibir 1

SHIE .o U cantor

Fitzgerald entars ’
Cantar greates the  The Cantor imto strateqgic ‘l H"'
Fitzgerald first Cantar Fliz b busiress .
introduces interactive  Exchange ;plrff?ﬁ partnerships.
BCrean- elactronic lsunchaes ) m
based whaolegala August ﬁr::d n “ ...__.gl;ﬂuﬂ'r
trading. marketplace 1998, 1888 and == lmRRRaT
for U3 n eSpaad
Treasuries, issues
through a ?:gu;mhar b caah additional
5200 million GEHIHI:' stock ina
S!H'ullilmllﬂl launches second
in its IPO public
technology, e AW offering
-;.:;;15. WIEITLT o lhp;h
’ 2001,
millien. & Sowa Bark caising
about $50
million,

Sowwror: Tevorr{aroics

eSpead's Technology
The initinl investrment made by Cantor Fitegerald in 1996 produced a scalable electronic trading engune for
trading financial and nonfinancial products electronically in real time through a global distribution network.
To protect its proprietary technology and mtellectual property. the firm has applied for and received patents
and now 1f licenses that technology to eSpeed for nse in the eSpeed system. Some of the patents i e Lo
cover a data processing system, the method for clectronically trading fised-income instraments, aid a
ayatem for shared remote aceess of multiple application programes by one or more CompULCrs.

A core component to cSpeed’s auction and transaction engines is 15 Interactive Matching technology, which
is a progrictary rules-hased method that provides incentives to participants by allowing the last successful

4
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eSpaad; Builng Scalable and Liguid Markets for the Onling Trading Community

active buyer or seller a time-based right of first refusal on the next transaction, be it a buy or sell. The
engines were developed to accommexdate anonymous trading in & variety of ghobal markets meheding the
Largest, VS Treasuries, o one of the more splintered morkets, corporate bonds. As a result, the techrology
created is flexible and therchy adaplable to a broad array of financial and nonfinancial products, including
futures, cnargy. and ghebal debi securitics.

The eSpeed svstem is accessible 1o over 630 clients vin muliiple connection channels and in rcliaple
languages. The delivery channels include the Internet, via a Java-based browser; by the eSpeed private
network, via eSpeed Direct, an application programming miertace (APLY o third-party vendors, eSpeed
conpects its three triangulated data centers and 23 hub cities to multiple client access points with fully
reddundant leased-line providars (see Exhibit 2).

Eabahir 2

ehpeed Technolagy
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eSpeed's Business Model

eSpeed's ransaction-based revenme model depends heavily on leveraging its technology s ilutions to initiate
sirategic parterships and investments in technology. The firm relies on these strategic alliances and
investments with a variety of market participants including technology providers, financial and nonfinancial
services Tisms, and issuers. These relationships provide cSpeed with access o technological reeds and'or
new markets seetors, which in turn provide the firm access to revenue via transaction fees or licensing
agreements {see Exhibit 3.
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Exhiba 3

ff A
st 7 / %ﬁ‘;&x = g

Source: Towrr{ranp

The majority of eSpeed’s strategic alliances are derived from its relationships with clients to whom it
provides a technalogy solution for trading in a specific product or market via the eSpeed system, Some of its
parinerships inchide onling brokerages Charles Schwab and Scottrade. Others include e-commerce finms
looking to build or enhance their systems like Federal Home Loan Bank (FHLE} and Visible Murkets,
eSpeed benefits from revene derived from the transection volume, licensing agreements fees, and the

added liguidity to the ¢Speed platform.

In pddition, strategie echnology investments entered into by eSpeed with TreasuryConnect, EasyScreen, and
Electronic Trading Systems Corpotation (ETS) provide eSpesd with the opportunity to enhance ils markat
covernge as well as increase the chances of future licensing agreements. For instance, EasyScreen, a
saftware designer for electronic trading, provides authorized eSpeed clients with aceess directly from the
eSpeed platform to nine global derivatives exchanges, including Loadon International Firancial Futures and
Options Exchange (LIFFE), the Chicago Board of Teade/Eurex trading system a'cle, Chicago Mercantile
Exchange (CME), and the Australian Derivatives Exchange. EasyScreen is also creating an interface
berween its front-end trading software and the CX. For these EasySereen services and exchange connec-
tians, cSpeed pays licensing and support fees and in return receives sdded derivative users and raffic to its
CX. Beswdes generating revenue, EasySereen gains global market exposure to eSpeed’s plabal elicnt base,

The Cantor Fitzgerald/eSpeed Relationship. Through the Cantor Fitzgerald/eSpeed oamer-subsidiary
relationship, the companies entersd into several services agreernents under which fall provizinns for the
services and fees each parry will provide the other. eSpeed supplics the electronic trading system and is
responsible for providing electronic brokerage services and general technology support to its parent. In

B
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eSpead: Buiding Scalable and Liquid Markets for the Online Trading Communiy

return, Cantor Fitegerald provides voice-assisted brokemge services, Cul (et services swch as clearance
and settbement, credit risk management, compliance, and other related services. Per the afrangement,
fransaction revenues are divided as such; eSpeed iakes 100% of the revenues on all electronic iranscions
and in turn pays Cantor Fitegerald 35% of the revenue, Viee versa, if Cantor Firzgerald exccutes a
viice-heokered trade. the firm réceives 100% of the revenue and pays eSpeed T, Other eSpeed Market
relationships such &5 TradeSpark hove similar transsction fee arrangements (sec Exhibil 41,

Exhibsr 4
eSpeeds Transaction Revenue Model

Trades with Canbor Trades with TradeSpark

Trades with Cantor Exchange

e ©

B ; L
-:iIIJ-J. e Ry By M 1

oy J'm\.-.n:'.imxll

The ties between Cantor Fitzgerald and eSpeed run desp, cach depending on the other for revenue and its
future spccess, The company”s capital infusion and mfluence kave enabled eSpeed 1o build its system as
well os provide liguidity through its voice-brokerage support, which acconts for less than half of eBpeed’s
arcler Mo,

eSpeed Product Offerings

The eSpead product offerings leverage the company’s fechnology across a varisty of markets, creating
strategic alliances within the financial and technology eommunities. These partnerships result in revenucs
from the licensing of its technology, and wanssction fees gencrated through irading volumes carry over its
electronie trading engine. The cSpeed product offering reflects its alternpt to bring liguidity to it trading
system while providing technology o market participants that lasck the time or capital to buld irading sysicms
that cover less profitable, complex, or more itliqued financial and nonfinancial products. These offerings to
the e-commeres gector of the financial and nonfisancial industry mnclude eSpeed Markets, eSpeed Software
Solutkns, and eSpeed Online

T
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aSpead: Buiding Scalable and Liguid Markets for the Online Trading Cammunity

eSpeed Markets. eSpeed Markets provides major financial insuiulions access 1o o central wholesale
marketplace for rading in a vasiety of financial and ponfinancial securities, incloding US Treaswries, futunes,
and energy (see Exhibit 5). eSpeed divides its ¢ Speed Markets coverage info verticals, inchuding Financial,
Energy, Telecom, Chemicals, and Other Industries, constantly evalviing irs platform to melhede the latest
firancial or nonfinancial products that are ready to be traded electronically. eSpeed powered electronic
marketplaces for Cantor Fitzgerald (serving over 500 financial institutions) and its Cantor Exchange,
TradeSpark (serving over 120 companies), and Freedom Intemational Brokerage fall under this

proxluct category,

Fxhihit %

ehpeed Product Offerings
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eSpeed Software Solutions. cSpeed Seftware Solutions, formerly eSpeed Private Label, provides
financial services institations and issuers the opporunity to license ¢ Spoed technobogy inorder to buikd

g system catering to their specific noeds. For instance, the Federal Home Loan Bank (FHLEY, &
governmenl-sponsared enterpriss that provides financing for housing and substantial issuer of short-term
debt, signed a licensing agreement with eSpeed in Febrary 2001 to create the eWindow auction platfonn.
The eWindow platform will be operated by FHLB but will use eSpeed s rading technology solutions.
FHLE intends 1o use the sysiem as an origimation platform for issuing its FHLE agency diszount notes 1o
participating dealers. eSpesd is carrently in beta testing for the system, which the FHLB expects to launch
Tute this sumimer {sec Exhibit 6).
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eSpeed Software Solutions Agreements
Company/ | Launch | System Typel | Products | Technology Solutions
System Name | Bate Target Market Provided by eSpeed
FHLE eWindow | Septermber | Ongination FHLE eSpeed is providng the
2001 Dealers AEE"":F auction FlEl‘fI:I-I'I'I'I
Dizcoun
Noles
January Auction/ Jagan o eSpeed = providing onling o
2001 Institutional and | Sovernment | distribution of JEGS and
Batail Bonds cther fread-income secrities,
(Jz8=)
October Auction/ morlgage- | eSpeed system supplements
2000 Instiutional backad Wisihle Markels' existing
secUrities onling, auction markelplace,
AN s MBS}, but will ot disckoss for which
azgal- products.
backed
SACUWTRiES
(ABS}, and
corporatas

Sowrce Tower{snoup
eSpeed Online, eSpeed Online supplics retail-based online brokerages access to the eSpeed sysiem for
trading in securities other than equities. Through eSpeed Online, online retail brokers can offer a broader
range of products to their clients via their oo branded Web sites withoul actually having tw bold those
instruments in inventory, Retail clients of the online brokers gain access o the wholesale market prices
provided by dealer participants using the eSpeed systemn, Offered are such products a5 governments,
rimicipals, corporaies, and more,

efpeed has negotisted agreements with the following 13 online brokerage firms: AB Watley, Bondpage. com,
Chasles Schwab, Firstrade Securities, MoatActives.com, Mr Stock, Muriel Stebert, mry Track, Scottrade,
Sutton Onling, The Net Investor, Tradescape, and WebStreer Securities. The only eSpeed Online
partnership to begin live rading is Charles Schwab, in Jamsary 2001, which is utilizing eSpeed's fixed-income
trading services, branding the boad trading portion of its site, Schwab BondSource Services, where Schwab
chients have access to trading in US Trensuries and agency securities.

]
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Sizing up the Competition

eSpeed is in an unenviable position, one in which it competes with a variery of market participants, including
interdealer brokers, dealers, fitures exchanges, and fixed-incomse trading systems. (For mare imformation
see Towertiroup Research Note 025:235, “Online Bond Trading: Only the Strong Will Sarvive.”) lts
efforts 1o expand i1a business beyond traditional financial products—o include trading in energy, bundwidth,
and derivatives—places it in direct competition with finms that may have greater depth of experience i
these markets. TowerGroup believes that cSpeed will encounter considerable resistance entering new
mirkets hocause it has not established any past expertise in trading these products as it has in bond and
futures markess.

Interdealer Brokers. |DB svstems bring together the dealer community in & central location to trade a
variety of fixed-income producis directly with each other. eSpeed provides the electronsc brokering
component of Cantor Fitzgerald's IDB business, while Cantor Fitzgerald operates, the voice-brokering
gegment. eSpeed has achieved suceess in the IDB market with first-mover advantage leading all electronic
IDBa in the trading of US Treasuries. In this sector, eSpeed competes with such imternational firms as
BrokerTes Global, Garban-Intercapital, MTS & p.A, and Instinet Fixed Income Markets. BrokerTec and
Ciarhan-Intercapital are the moet formidable competitons in this space with their presence in the LS
Trensury marked, o market eSpeed depends on heavily for the majority of its ransaction volume.

{For mare nformation see TowerGroup Research Mote 024:255, “Online Bond Trading for

Professionals: Building Electranic Pools of Liguidity.”)

Fatures Exchanges, In this space, eSpeed's futures plaiform, the Cantor Exchange (CX) competes
primarily with well-established exchanges such as the Chicago Board of Trade {CHOT). However,
BrokerTec Global, an electronic interdealer broker in the Treasury market, will go head-to-head with both
since its announcement in June 2001 that it received regulatory approval by the Commodity Futures Trding
Commission (CFTC) to become a Futures Exchange and a Clearing Corporation. BrokerTec's 1 4=kt
consortium of Wall Street firms inclodes J.P. Morgan Chase, Merrill Lynch, and Goldman Sacha w mention o
fow. The consartium members account for a substantial portion of the volume in the fotures marked, which
means if they bring their liquidity to the rew BrokerTec exchange, BrokerTec Futures Exchange (BTEX)
the other electronic funsres exchanges will feel some pressure.

In addition to competitive threats, the Cantor Exchange, a joint venture with the New York Board of Trade
(NYROT), has other problems, namely that it has not developed the type of following thal was anticipated.
The failure of the exchange has mken eSpeed by surprise, The CX's velumes have dropped steadily since
its launch. The number of contracts traded totaled just 188,031 in 2000, a 57.7% decline from the 444,155
contracts traded in 1999, Contimuing the downward trend, in the first quarter 2001, contracts traded totaled
just 26,031 on the CX, on pace for a lower transaction voelume than 2000, The CX quarterly volume totals
are only a fraction of the over 40 million financial futures and options contracts traded by the CBOT the
first quarter of this year.

eSpeed has addressed the steady decline in volume by entering inio an agrecmnent with EasyScreen to
provide access to multiple global derivatives exchanges as well as its plans Lo move into new vertical
msarkets such s energy futures. In addition, eSpeed his yet to determine how it will incorporate itz April
2001 purchase of the Wagner patent info the CX. The patent applics 1o futures trading systems, in which
traneactions are completed automatically by a comgarer matching bids and offers on a first-come, first-serée
basis. This is a different method of execution than that currently employed by the CX, which features
eSpeed’s Interactive Matching technology. TowerGroup believes it is too late for eSpeed 1o rebuild its
reputation in the electronic fuhures market due to the prolonged demise of the CX.
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;'._t:lli;lll..-lrl
eSpeed’s Vertical Markets

rm Name Products Partnerships/ Estimated
e Wﬁnmﬂu i3 Liquidity Electronic
Providers Average Daily
Volume as of
: March 31, 2001*
Cantor Global U5 Treasury and Cantor Exchange | 420 contracis®®
Exchanga [CX) agency futures clignis and the New
[ ‘fork Board of
Trade (NYBOT)
aSpeed Global US Treasuries, Euro | Cantor Fitzgerald | $7185,0 billian™
and Japanesae and its over 500
government dabt, clierts
Bgencias,
corparates,
municipals, mbs,
repos, inlerest rale
EWEPE, BMEngng
rmarikel debt, futures
and oplions
Freedam Canada Canadian B0 Nesbitt Laumnched in Jumne
Intermatianal gowernment bonds, | Bums, CIBC World ) 2001
Brokers corporalas, Markets, hMennl
dpEncia, Lynch Canada,
provincials, repes, RBC Dominion
intarast rafe swaps, | Securites, Scolia
foreign exchange, Capital Markets,
fulures and options | and TD Securities
TradeSpark L.F, | US Matural gas, Aoxis Enargy, Coral | 3290 millon®
alaciricity Enargy, Dominicn,
TXU Energy
Trading, and
Williams Energy
Markeding and
Trading

*Towerlaroup estimate
*ncludes both Fully glecrronic and wice sleremnie voluse:

Energy Trading Platforms. The energy trading market has hecome a major e-trading sector in the last
vear and a half with new participants entering and exiting the murket regularly. eSpeed is no exception, with
its launch of TradeSpark in October 2000, o multidealer online trading venue for natural gas and electricity.
In Teadespark, eSpeed has ventured into the commodity vertical, trading nonfinancial products and parnering
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with participants outside the financial industry such as Axia Energy. Coral Energy, Dominion, TXL Energy
Trading, and Williams Energy Marketing and Trading, which provide liquidity and voice-broker suppart,

A5 For the technology used by TradeSpark, eSpeed provides 12 auchion-based system, risk and credif
management tools, pnd netwark connections.

Druring the first quarter of 2001, TradeSpark's trading volume, both electronic and voice-nssisted, totaled S1E
Billion. This is o 56% merease over te 512 billion traded in the Tourth quarter of 200, which makes the
total volhume in the first six months of operation approximately 530 killion. Despite its impressive volumes
and a plethara of liquidity providers, eSpeed faces some stiff competition in this market segment, including
the Mew York Mercantile Exchange (MYMEX) and the Intercontinental Exchange, an electronic exchange
for the trading of notural jgas and metals, NYMEX currently has an extended-hours electronic trading
avstem and relies on open outcry and voice brokerage for regular hours trading; however, it is in the process
of developing ils enymex trading system due out in late summer 2001, As for the Infercontinental Exchange,
it recently acquired the International Petroleum Exchange (TPE) in London, making it o viable threat even to
the MYMEX. TradeSpark will have difficulty trading on the same level as these exchanges but should be
better equipped to compete against nonexchange market competitoes such as EnronOnline and
HoustonStreet Exchange (see Exhibit 7).

Strengths and Challenges

Company Strengths

The relationship with Cantor Fizgerald has provided eSpeed the capital for initial technalogy investments and
partnerships and furnished the contractual nights o its techaology in addition o helping establish the eSpeed
name among Wall Street dealers trading with the parent company. Cantor Fitzgerald's capital set eSpeed m
mation, investing in its own proprietary trading technology without outside assistance from panners or
venture capitalists, giving cSpeed a Tair degree of autonomy. By bestowing its technology to cSpeed in
exchange for equity ownership and fechnology support, the firm provided eSpeed a basis for its fevenue
madel by paying both service and transaction fees 10 its subsidiary. The dealer community uses eSpeed
every doy when a transaction is completed with Cantor Fitzgerald, which has given eSpeed exposure o the
street and made those dealers some of iz largest clients. This relationship, although seemingly too chose ot
times, has supplied eSpeed with capital and a connection to the dealer community that will sustain the
platform in the future

eSpeed, unlike many competing e-commeree firms or technology starl-ups, had the backing of an cstablished
Wall Street broker/dealer with plenty of capital as well as access to capital via its siockholders through us
LPO and subsequent stock offering (in March 2001, with wet procesds of approximately S50 million). This
ivpe of funding has made it possible for eSpeed to invest in venues such as TradeSpark and Freedom
International Brokerage, [n addition to these alliances, eSpeed’s investments in technology continue.
Facilitated by its second equity offering, it recently purchased the rights 1o the Wagner Patent for futures
trading and TreasuryCoanect, an electronic trade communication and exevutivn platform for over-the-
counter derivatives, Investments such as these help build the comgany's value by creating opportunities for
new husiness and posaible licensing and servicing agreements without the concern of venture capital or ather
privote funding.

The ability 1o offer clicnts and pariners access o scalable technology is certainly one of eSpeed’s strengths,
Within this model, eSpeed has provided for client access to both voice-brokerage and electronic rading.
which has helped focilitate the deployment of its trading systems io clients and pariners. eSpeed’s scalable
maxlel suggests that its techmology has o better clance of competing in e-trading maskets, which are
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comtinually evolving o include new products and management tools. Through its suite of products, eSpeed
has demonstrated that it can deliver scross numerous verticals and horizontals, although its success in these
markets remiving wnc lear.

eSpeed is the leading DB electronic irading platform for US Treasuries. Its top position not only provides a
great deal of credibility but also enables a wider range of customers aceess 1o its platform, which enhances

thetr farniliarity with the systems. eSpeed uses this strategy 10 leverage additional platforms that trade wiher
financial products by offering 2 single platform for integration of trading across product lines.

As c-commerce market participants continue to launch new trading platforms. ¢Specd is positioned to
leverage its success in bond trading 10 other markets. eSpeed’s technology has proven that il works for the
LS Trensury market. A considerable number of electronic trading firms have been ineffective al providing
thels elients bath with n successful technology and market liquidity. cSpeed must ensure it has the market
liquidity and expertise to aperate in each new market it enters o avoid failare,

Challenges Facing eSpeed

Although the Cantor Fitzgerald relationship with ¢Speed has resulied in the founding of the company and
brought the firm’s liquidity (o the eSpeed system as well as transaction revenue and capital for strategic
investments and parmerships, the arrangement does put limitations en eSpeed’s current and farure business.
The agreements between the two companies cartail eSpeed's sbilily Lo initiate strategic alliances and
acquisitions, which could affect its ability to succeed, especially if market partic ipunts are ot willing to
work so closely with a company that has such strong ties (o a large IDB such as Cantor Fitzgerald. 1f the
finm begins to ave financial problems or loses clients because of a betier opportumty or technology, this
would negatively impact eSpeed's revenue performance and the liquidity available to markets in which
cSpeed participaies

By viewing the list of strategic alliances, investments, and product ofterings, market observers may pat the
impression that eSpeed is spread a bit thin, Yot these are areas of much-needed growth and expansion,
since a significant portion of cSpeed's revenue model involves building marketplaces for private label clients
and generating service and licensing foes from those agreements. eSpeed needs b take sdvantage of its
reputation in the Treasury market and expand its sirategic alliances into sectors of cusrent and pnticipated
product coverage.

The inability of eSpeed 1o generate activity on the Cantor Exchange, its first mover of fagship product
launched in September 1998, has been a disappointment to the company. The lack of liquidiry on this
system has generated many questions about what happened to this eSpeed offspring. Currently, there is
10 indication that eSpeed plans to discontinee trading on the CX in spite of its pegligible volumes, Instead
eSpeed fs putting its confidence in its recent technology investments and product expansion plans, which it
expects will rejuvenate the exchange. Although it sounds attractive, if the exchange has consistently lost
liguidity in its nearly three years of operation, these iz nothing to make firms that have been avoading the
systern begin using it now, The CX had a chance 10 make a difference in the futares market and it has
proved unsuccessful—without liguidity it cannat survive the current influx of competition.

eSpeed's volumes, and ultimazely its profits, depend heavily on transaction revenue derived from dealings

in the US Treasury market. In the first quarter of 2001, eSpeed's U3 Treasury securilics ransaclions
accounted for just aver 50% of all of eSpeed’s trading volume. As the US govemment continues b poy
down the outstanding Treasury debt through its Buyback program launched in March 2000, cSpeed
continues to depend on a shrinking market. The firm's heavy relionce on this one product could signal future
problems. Future market stability and a reduced need for the Fed 1o move interest rates will bring not oaly
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Trepsury trading volumes down but alse eSpeed’s volume and revenue, [n addition, eSpeed’s market
competitors may begin to excel in this market and clients may opt for their services instead. This is precisely
why e5peed needd 1o continue 1o expand its product scepe and strategic allinnces to bring liquidity to the
system for the financial products that will someday drive its markets.

Conclusion

The adveni of elecironic trading has given technology and financial services firms the opportunity to profit
from their proprietary trading technology, eSpeed is no different, benefiting from a substantial investment
in technology by its parent firm, which proceeded bo ereate an e-trading technology salution that it now
custemizes for markes participants.

As evidenced by the recent economic downtum, the need for potentinl e-trading participants to imvest in
proven trading technology solutions 15 even more important than ever, simce capital for such investmenls
is harder to come by, ¢Speed's technology, scalable marketplece, and strategic investments are key
components to the firm's success to date. eSpeed needs to seize this opportunity lo gencrate business
through its private label offering and through morket alliances.

eSpeed's accomplishments in the fixed-income ¢-trading marketplace should not obscure the fact that it is
faced with many challenges that may ultimately affect its future success. eSpeed will have to build quidity
in its horizontal markets as dealers and investors alike retreat from the diminishing US Trensury market in
search of & new benchmark, Tssucs surrounding the lack of activity on the Cantor Exchange must be
addressed, whether through expansion into vertical markets, strategic alliances with the dealer community,
or its closing. The firm needs to continue to promote its eSpeed Software Soluetions and benefit from its
intellectual property rights by increasing licensing and servicing fee revenue. The binding Contor Fitegerald
relationship should be reevaluated in order 1o make it easicr for cSpeed o build relationships and alliances
without its parent firm's consent or invelvement. Cantor Fitzgerakd's ability to mainiain its end of the
partnership agreement directly impacts whether or not eSpeed can and will achicve its poals for product
expanzion and financial growth,
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Enron Lobbied Hard to Limit
Oversight of Trading Operations

By MICHAEL SCHROEDER and G REG P
Stafl Reparters of T WaLL STREET Joumnal,

WASHINGTON — A vear ago, when most of the political world was obsessed with the deadlocked
presidential election, Enren Corp. was quietly but aggressively lobbying Congress, Its object: a little-
noticed bill shaping federal policy toward the complex financial instruments known as over-the-counter
denvatives,

In 1989, the Houston energy giant, originally a ufility that prodeced and transported natural gas and
electricity, had begun shifting its focus o energy trading. It soon came to view the burgeoning market
for derivatives - financial instraments that derive their value from an underlying commed:ity or wager
on the future - as the key to its ambiticus expansion plans. And il wanted a5 little government
interference with that market as possible.

The company’s lobbying campaign was so aggressive that staff members of one congressional
committee asked a lobbyist for an Enron-led industry group to negotiate major aspects of the bill
with regulators. In the end, Enron had provisions inserted in the law that blocked federal oversight of
some of its major corporate product lines, such as energy and metals dervatives, and its EnrenOnline
energy -irading network.

Now, once-mighty Enron is in bankruptcy court. Tts market value has plunged since last year to about
$500 million from more than $77 billion, But one of the most striking features of its rapid decline was
that financial regulators had little clue what was going on inside Enron. That's at least panly because
Enron -- as much as any company in America - had invested a lot of time and money over the past
decade in keeping government out of its business,

'"Crisis of Confidence"

Wednesday, the House Financial Services Commitice belatedly jumped in. Lawmakers heard from
Joseph Berardino, chief executive of accounting firm Arthur Andersen LLP, who said that Enron’s
collapse had created a "crisis of confidence” in the accounting profession. And they heaped riticism on
the company and on Andersen, its auditor, for issuing financial statements they said failed to reflect the
shakiness of Enron's condition.

"5ae full of Rep. John LaFalce, a MNew York Democrat, echoed the sentiments of many
E:Lw i aﬂ";:mﬂ; committee members when he called Enron's collapse a wake-up call. "How
Enfoi. many maore Enrons are out there, and what are the systermic factors that made
this collapse and other future collapses possible? asked Mr. LaFalce.

ZListan to the Enten . . e i
haaring in tha House, || Wednesday, the Securities and Exchange Commission said it is considering

by amangament wish new regulations this year to require more precise disclosures about
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Hemrings,com. You wil companies’ accounting policies. And federal energy regulators said they are
need RealPlayar, available (| planning new rules for energy -derivatives accounting.
free’.
The Enron debacle spotlights an enormous void in the nation's system of
s | financial regulation, and it is rekindling a difficult debate over just how that
gap should be filled.
*Enron Unveils

Restructuring Plan | Innovations in technology and finance have helped obliterate clear
E;_"":’:‘;W Fipaline, distinctions between banks, brokerage firms and newer hybrids, such as
f Aman Enron, which built a privately run online trading empire that handled huge

Bneoa Could Spark volumes of electricity and natural gas,

Mew Atiendicn bo
Aecounting Multiple Standards

These days, it's possible for exchanges, which once required centralized trading floors crowded with
traders, to spring up overnight in cyberspace. Meanwhile, financial regulators, hewing to decades-old
divisions of authority, continue to keep a close watch on banks, brokerage firms and conventional
exchanges, while leaving new entrants such as Enron to police themselves.

There now is a widespread consensus among pelicy makers that, at the very leasi, the nation necds
stricter accounting rules that would force companies such as Enron to do a better job of disclosing their
financial conditiens. Other industry watchers would go further. Enron, they say, was one of the country's
leading commodities markets. It had amassed a §19 billion portfolio of derivatives.

[n many ways, the Enron debacle raises the same guestions thal arose three years ago, after the near-
failure of hedge fund Long-Term Capital Management — a private investment fund for wealthy
individuals that made leveraged beis on financial markets. Long-Term Capital's misplaced wagers, many
based on derivatives, almost triggered a meltdown in global markets during 1998.

In the months following that near-calamity, many policy makers, such as then-Treasury Secretary
Robert Rubin, vowed to change the regulatory system to avert similar risks in the future. While they
oppesed tighter regulation for derivatives rading, they argued there was at least a need for greater
disclosure in the derivatives market,

Since then, however, a broad industry coalition including Enron has worked with sympathetic regulators
and legislators to beat back pressure for more oversight of over-the-counter derivatives. And in some
cases, they have rolled back powers that regulators had had.

Most regulators and financial-industry executives insist that the financial system remains scund. The
fact that Enron’s collapse doesn't as yet appear to have been caused by its derivatives trading, or to have
triggered a broader crisis, seems to bolster their argument.

Advocates of derivatives say the instruments give companics, investors and lenders a way to reduce their
exposure lo many kinds of financial risks, Indeed, that's the main reason for their populanty.

New types of derivatives have emerged in recent years, allowing traders to bet on electiricily prices,
telecommunications bandwidith and the influence of the weather, all of which Enron dominated. Enron

also was a big player in credit derivatives, which act as an insurance policy against corporate banknuptey
by promising to pay back a lender's money in exchange for a premium,

hittp:/finteractive waj com/archive/retrieve.cgi?id=SB 1 0032020669793 56000 dimdctemplate=... 12/13/01

01221

01200000000577



W5J.com Page 3 of 6

The market for credit derivatives, which barely existed five years ago, has grown to an estimated 3360
billion, according to the Office of the Comptroller of the Currency. And it says the nominal value of
derivatives on the books of commercial banks soared to $51.3 trillion at the end of September from $6.8
trillion in 1990, with nearly $20 trillion of that growth coming since 1998,

Behind the Times

Federal oversight hasn't kept up. The Commodity Futures Trading Commission regulates futures and,
along with the Securities and Exchange Commission, options traded on exchanges, bul not derivatives
iraded off-cxchange, or "over the counter.” The latter term describes trades that are privately negotiated
berween large financial institutions or corporations. How such derivatives arc regulated depends on what
kind of firm sells them. For example, bank regulators such as the Federal Reserve can scrutinize
commercial banks’ activity, while the SEC can examine that of brokers who conduct business in the 1.5,

Enron - which started trading natural gas, then expanded to electricity, metals and more-exotic
derivatives - fell through the cracks of this regulatory framewori. As a publicly traded company, Enron
routinely provided the SEC with general information sbout its finances. Bt it wasn't obliged to give the
agency any detailed information about its OTC trading activities. In fact, the CFTC's only peek into
Enron's vast trading operation was through a tiny registered futures affiliate, Enron Trading Services
Inc.

EnronOnline, the electronic marketplace Enron launched in late 1999, also fell outside federal
jurisdiction. The exchange came to control a quarter of all wholesale encrgy trades among U.S. utilities,
independent power producers and other market players. In many ways, the Web-based trading system
resembled its heavily regulated counterparts, such as the New York Mercantile Exchange.

But Enron and its imitators didn't fit regulations written for the likes of conventional markets such as the
Mymex. Those exchanges bring many traders together and cater to a broad range of investors, both large
and small. But Enroa's marketplace was limited to big, sophisticated players.

Marcover, Enron jealously guarded its independence. While some companies voluntarily discuss their
derivatives trading with the CFTC, Enron regularly failed to do so, say people familiar with the agency.

Enron spokesman Mark Palmer says the comparny's unregulated status was appropriate. "With a decp
bilateral market of sophisticated buyers and sellers, that regulation was not needed,” he said, Though
Enron did some trading for its own account, Mr. Palmer disputes suggestions that his firm was similar o
a hedge fund, adding that most of the 519 billion in derivatives contracts on ils halance sheel were
commilments to deliver, or take delivery of, natural gas or electneity.

In the roaring 1990s, with the deregulation movement at its zenith, few in
Washingion dared even to suggest more regulatory oversight of derivatives. One
of the few who did was Brooksley Bom, who President Clinton named to head the
CFTC in 1996. Her comments in speeches and in a discussion paper about the
need for more oversight and regulation of OTC derivatives triggered an uproar
among derivatives dealers = from J.P. Morgan & Co. to Enron. They gquickly
complained to Congress and other regulators that the unceriainty Ms. Born was
creating could destabilize their markets.

The industry complaints got a sympathetic hearing from many politicians and
regulators - particularly at the Fed and the SEC — who saw Ms. Bom's campaign
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as a bid to expand her agency's authority.

At the industry's urging, then-House Banking Chairman Jim Leach, an lowa Republican, called a private
emergency meeting of the regulators in late June 1998, summoning Ms. Bom from Georgetown
University Hospital, where her daughter was undergoing knee surgery. The regulatory staff and
lawmakers berated Ms, Born for more than two hours in a fruitless effort to persuade her to stop her
campalgn.

Three months later, the Long-Term Capital Management crisis erupted. "You are welcome to claim
some vindication," Mr. Leach told Ms. Bom at an October 1998 congressional hearing.

In the subsequent months, Ms. Bom intensified her campaign for greater derivatives regulation. And she
appeared to be gaining support. Several studies, task forces and panels were formed, recommending
lenders perform better due-diligence when dealing with high-risk traders and that trading firms improve
risk-management models.

A coalition of regulators, inchading the Fed, Treasury, CFTC and SEC, meanwhile, wanted to force
hedge funds to make public more information about their holdings, a recommendation Rep. Richard
Baker, a Louisiana Republican, incorporated into a proposed law. They also recommended extending the
powers of both the SEC and the CFTC over unregulated affiliates wsed by repulated firms to conduoct
particularly risky trades. That could have brought Enron under the CFTC's jurisdiction, since Enron had
a furures brokerage affiliate that was already registered with the agency.

An industry panel with Gerald Corrigan, & former president of the Federal Reserve Bank of New York
and now a managing director at Goldman Sachs Group Inc., acting as co-chairman mads several
recommendations. One called on banks and Wall Street dealers to make a quarterly disclosure to their
regulators of their 10 biggest exposures in cach of several categories of nisk. It also called for them to
identity the parties on the opposite sides of these transactions.

Mo Consensus

Though some Wall Street firms, including Goldman, now meet informally with regulators to discuss
their exposures, the panel's recommendations were never formally implemented. "There simply was not
a consensus” among either regulators or dealers “that it was worth the time, energy and cost to do it,"
says Mr. Corrigan,

Meanwhile, the derivatives industry was fighting the push for more regulation, The effort was
spearheaded by rade groups like the International Swaps and Derivatives Association and the Managed
Funds Association, which represents hedge funds, Enron also joined the battle.

Civer the years, the company had built a formidable lobbying machine, with a staff of 28 in Washington
alone, most of whom have been laid off since the company's recent collapse. Enron also paid 3.1
million last year to about a dozen Washington lobbying firms to work on a range of energy and financial
issues, more than double the fees it paid in 1997, according to the Center for Responsive Politics, a
nonprofit group that studies the role of money in politics.

To date, the only significant changes in OTC derivatives laws have been those largely endorsed by the
industry, such as removing legal obstacles to the creation of common clearing corporations for settling

derivative trades among multiple parties. Another change, removing legal obstacles to two participants
treating offsetting contracts with each other as a single position, is expected to be part of new
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bankruptcy legislation.

The reforms opposed by Enron and other derivatives traders were killed. Rep. Baker's proposed hedge-
fund disclosure law died in the House Banking Committee. No one introduced any legislation 1o give the
SEC or CFTC more authority over derivatives.

Some of Enron's political muscle comes from well-connected members of its team. In 1993, Enron
named Wendy Lee Gramm, a former CFTC chairwoman and wile of Texas Sen. Phil Gramm, to its
board. The collapse has put Ms. Gramm, who is chairsoman of the board's audil commitiee, in the
hotseat. One of Enron's key oulside lobbyists is Ken Raisler, a former CFTC general counsel and now a
law partner at Sullivan & Cromwell in New York. Late last year, Enron hired Linda Robertson, a senior
Clinton administration Treasury official, o head its Washington office.

During the last election, Enron made political contributions of $2.4 million, more than double the nexi-
mast-generous energy and natural-resource company. Republicans got 72% of Enron's contributions.
For the same period, House and Senate agriculture-commitiee members, who oversee commaodities
trading, and other key lawmakers received 350,338, up from 538,256 in the previous election cycle.

All of this gave Enron unmistakable clout, In the fall of 1998, after the LTCM debacle, when MMz, Bom
was gaining support for her effort to press for denvatives regulation, Enron lawyer Mr. Raisler met with
one of Ms. Born's supporters, CFTC Commissioner John Tull. Mr. Raisler asserted that Treasury wanted
Mr. Tull to oppose Ms. Bom's initiatives. Mr. Tull told Ms. Bom about the meeting and that he was
withdrawing his support at Treasury's request, according to people with knowledge of the meeting,

Mr. Raisler confirms he met with Mr. Tull. *I don’t remember what we discussed other than that, I, on
behalf of my clients, said we were dismayed al how Brooksley was handling herself during that period,”
he says. Mr. Tull, who has retired 1o his Arkansas rice farm, didn't return phone calls, Ms. Bom said she
couldn't confirm or deny the incident,

Inn late 2000, Enron won sweeping legislative guaraniees against future regulation of its trading
businesses. People involved in negotiating the Commodity Futures Modemization Act say that Enron
representatives were fanatical about preventing any hint of derivatives regulation. [15 refusal to budge
put it at odds with some moderate members of its own lobbying coalition, including Goldman Sachs and
Morgan Stanley. Mr. Raisler denied that there was any such split.

Engson was so forceful in pushing for energy and metals commodities to be exempled from oversight that
the exemption provision was somedimes referred to by Capitol Hill staff as the "Enron Point,”™ That and
other Enron-friendly provizgions made it into the il

Enron's Mr. Palmer says, "We were never shy about our views" on leaving OTC derivatives trading
unregulated, but he added that many other market participants felt the same way. "Enron,”™ he adds, "is 2
bit of a lightning rod.”

Michael Greenberger, former director of the CFTC's trading and markets division, blames Congress for

giving derivatives dealers a blank check (o operate “opague and nontransparent to the government as a
whole,"

So little is known about the operations of Enron and other derivatives players that its hard to predict the

economic impact of their missteps. "You don't know the leverage of these things. They're playing with
fire," adds Mr. Greenberger, now a professor at the University of Maryland law school, "One of these
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emergencies won't subside.”
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Nickoloff, Peter

From: Schultheiss, Heiddynne

Sent: Monday, Octobes 29, 2001 10000 AM
Ta: Carlaton, Morman; Nickalolf, Peler
Subject: Eurape Energy Firms Sse Wary of Enron
Cretwber 29, 2001

Europe Energy Firms Are Wary of Enron
By REUTERS
Filed at 9:08 a.m. ET

LONDON (Reuters) - Energy companies in Europe are shying away from trading with troubled U.S. energy
group Enron amid concerns about the company's credit status, industry sources said on Monday.

Several large energy groups have frozen their dealings with Enron - one of Europe's biggest gas and power
traders - as they hold urgent talks with the U.5. group ghout setting up new credil arrangements, the sources
said.

"I think Enron's approach is to get the major counterparties back on board as quickly as possible and then hope
the smaller ones will follow," said the head of risk management at one UK utility that halted its trade with Enron
last week,

“They are talking with us about bank letters of eredil,” he said. " The people that are still trading with them are
doing so0 on a very restrictive hasis.”

A spokesman for Enron's European headguarters in London headguarters declined to comment.

Reluctance to trade with Enron in Europe comes as the company tries to rebuild investor confidence afier its
stock hit five-year lows,

Triggering the slide was news last week the U.S. Securities and Exchange Commission is investigating huge
losses relating Lo a privale equily operation run by its former chief financial officer.

Houston-based Enron trades & large amount of its volume in the U.S. and Europe through its Internet
EnronOnline system.

Last Friday the company said trade on EnronOnline was above average levels with more than 8,400 transactions
at a notional value of approximately 54 billien.

Traders said Enron's plight could hit liquidity in Evropean gas and power markets, where liberalization has
unleashed rapid growth in energy trading in the last couple of years.

Ome industry source cited a brokers list showing cight companies in the UK electricity market had put on hold
their rading Enron, which is among the biggest five traders in the market.

In mainland Eurcpe, where Enron has been 2 major driver of liquidity, potential counterparties are treading with
care.

"We are avoiding them as counterparties — either by not trading with them or by using a "sleeve’ (a third party
trader),” said a senior trader at one of Germany's big utilities, who declined 1o be named.
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French traders said wariness about dealing with Enron had dampened higuidity although Enron was still in the
market on Monday morming.

“Enron is a major plaver so counter parties are looking 10 see if there is a problem,” said one French trader.

Copvright 2001 Reuters Lid, <http:/www.online reuters.com'> | Privacy Information
<htp:/www.nytimes,com/info/help/privacy html=
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MNickoloff, Peter

From: Schullheiss, Hedilynne

Sent: Monday, October 28, 2001 10:01 AM
To: Carledon, Morman;, Mickaloff, Peler
Subject: Enron Seeks Additonal Financing
Oetober 29, 2004

Enron Seeks Additional Financing
By RICHARD A, OFPEL Jr.

DALLAS, Oct, 28 - The Enron Corporation, still struggling to reassure investors it can weather a financial crisis
over complicated transactions involving its former chief financial officer, is seeking 51 billion to 52 billion in
additional financing from banks, an industry official said woday.

Last week, Enron, the nation's largest energy-trading concern, used about $3 billion in available credit lines and
spent ahout $2 billion o pay off commercial paper. Now, by obtaining even more financing, Enron is hoping to
convince investors and other energy-trading firms that it will not face a cash squeeze that could lead trading
partners to refuse to extend eredit or do business with it

Enron's board, which has been holding meetings by telephone over the last two weeks to monitor the company's
financial situation, held another meeting this aflernoon. "The board is meeting frequently and will announce any
actions when appropriate,” an Enron spokesman said.

Two weeks ago, Enron disclosed that its sharcholder equity had been reduced by $1.2 billion because of deals
with investment partnerships involving its former chief financial officer, Andrew 5. Fastow, who was ousted
last week. The company also disclosed about 21 billion in separate write- offs, and il said last week that the
Securities and Exchange Commission had made an inquiry into ifs financial accounting,

Enron hopes to maintain its investmeni-grade credit rating, which is erucial to ensuring that other energy traders
continue to do business with it. Lately, Enron's bonds have been trading at prices mare like junk bonds, and two
major credit-rating agencies are considering whether to downgrade the company's rating.

L3

01279

012000000008634



Nickoloff, Peter

R —— __________
From: Hehulthelss, Helddynne
Sent: Monday, October 28, 2001 10:03 AM
To: Carlaton, Morman; Nickoloff, Peater
Subject: Plumbing Mystery of Desls by Enron

Cretober 28, 2001

Plumbing Mystery of Deals by Enron

AT the heart of the sudden collapse in investor confidence in the Enron Corporation are unusual trades it
entered into with partnerships led by its chief financial officer, Andrew 5. Fastow, beginning in the summer of
1999, Because they were transactions among related partics, the company was required to disclose them, but the
diselosures raised as many questions as they answered. Following are some guestions that investors are asking,
and the currently available answers,

(. Why did Enron enter into the deals?

A. Enron's first disclosures, in 199%, gave no reason. In later reports, it said it was seeking to "hedge certain
merchant investments &nd other assets,” by which it apparently meant investments in technology and
lelecommunications companies.

0. How did those invesiments do?

A It looks as if they plunged in value, although there is no clear disclosure on that.

). Why can't that be discemed?

A. The company never said just what the investments were. And the transactions with the parnerships were

complicated, involving a variety of derivative securities, Enron stock and various promissory notes. Enron's
financial disclosures do not provide enough information to understand the arrangements completely.

Q. Why were they so complicated?

A. One reason may have been to use accounting rules to its advantage. One accounting rule dictates that
companies may not record profits or losses on transactions in their own stock. If a company sells its shares at
510 each and then buys them back - whether for $1 or $50 - there is no gain or loss. But sharcholder equity does
o up or down on the balance sheet - in that case reflecting how much extra cash the company took in, or paid
out, on the transactions. Enron's transactions appear to have been structured to fall under that rule.

). Who made money from these transactions?

A. Enron reported some profits along the way from the deals, although not all of the profits were spelled out in
its quarterly filings. And it appears that the parinerships distributed money to investors,

Q. If the deals began in 1999, why all the uproar now?

A, Many investors and analysts were not curious about them when everything seemed to be going well. As long
as Enron was exceeding its forecasted profits each quarter, they were willing to assume that what was not being

disclosed was not really important.
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Q). When were concerns raised with Enron?

A. The complaints grew as Enron's share price fell earlier this vear. By this summer, Enron decided that Mr.
Fastow would sell his stake in the partnerships. Then, because the partnerships would no longer be considered
related to Enron, the company would no longer have to disclose anything about the transactions. But investors
were still wormed, and Enron later closed out its deals with the pannerships.

). How did Enron do?

A. Badly. It took a $35 million loss, which, given the size of the transactions involved and the previous profits
taken, was not very much. But it also reduced shareholder equity by 51.2 hillion.

). How did that happen?

A, That, like 50 much else, is not clear. But it looks as il the partnership owed Enron that much money, could
not pay and was let off the hook by Enron. In return, Enron terminated "previously recorded contractual
obligations to deliver Enron shares in fulure periods.” Enron treated that like a share buyback, even though the
shares in question had not heen issued, and determined that there was no need to treat it as a loss that would
reduce reported eamings.

0. Iz that legal under the accounting rules?

A. Presumably it is. But Enron's limited disclosures make it impossible to say for sure. Enron may have
diseovered ways 1o use the accounting rules to enable it to keep losses off income statements, while leaving
profits on them. That may become clearer when the Secunities and Exchange Commission, which has begun
preliminary inguiries, completes its work, FLOYD NORRIS

Copyright 2001 The New York Times Company_
<http://www nytimes.com/subscribe/help/copyright. html= | Privacy Information
<hiip:www nytimes.com/info/help/privacy. html=
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Oetober 28, 2001

Once-Mighty Enron Strains Under Serutiny
By ALEX BERENSON and RICHARD A. OFPEL Jr.
IS time running out for Enron?

At the beginning of this year, the Enron Corporation, the world's dominant energy trader, appeared unstoppable.
The company's decade-long effort to persuade lawmakers to deregulate electricity markets had succeeded from
California to New York. Its ties to the Bush administralion assured that its views would be heard in Washington.
Its sales, profits and stock were soaring.

And under the leadership of Jeffrey K. Skilling, its chief executive, Enron's arrogance had grown even more
quickly.

The company, based in Houston, dripped contempt for the regulators and consumer groups that stood between it
and fully deregulated markets - for electricity, water and everything else. Everyone would win under
deregulation, Enron said - especially its sharcholders, whose stock would soar as the company profited from
creating new markets.

"We are on the side of angels,” Mr. Skilling said in March, dismissing those who saw the company as a profiteer
in California's energy crisis. "People want to have open, competitive markets. They want fair competition. It's
the American way.”

But less than a vear later, everyhody seems to have lost, especially Enron's investors. Enron's stock 15 plunging,
and questions about its finances are mounting,

Some experts in the energy industry worry that if the crisis at the company worsens, trading in natural gas and
electricity could be seriously disrupted and energy prices could grow more volatile. In a worst-case outlook,
Enron could become the 2001 version of Long-Term Capital Management, the huge hedge fund whose collapse
roiled financial markets during the fall of 1998, Enron's shares have fallen more than 80 percent this year,
erasing 250 billion in sharchaolder value.

Enron closed on Friday at §15.40, down 95 cents, after hitting a $2-week low of $15.04 earlier in the day.

The future of electricity deregulation is in doubt, thanks to blackouts and soaring power prices in California
earlier this year - a crisis that ended only when that state contradicted deregulation’s basic tenets by infervening
deeply in the power market. Enron's efforts to become a profit-making water supplier and to create a new market
in broadband communications capacity have been expensive failures. In August, Mr. Skilling quit, forcing
Kenneth L. Lay, his predecessor as chief executive and still Enron’s chairman, to resume day-to-day control of
the company.

The company declined to make senior executives, including Mr, Lay, available for comment, and asked tha
questions be submitted in writing. Mr. Skilling could not be reached.

Enron's problems boiled over earlier this month, when it disclosed that its shareholders’ equity, & measure of the
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company's value, dropped by 51.2 billion in the last quarter becavse of a deal disclosed only very hazily in
Enron's regular financial statements. The Securities and Exchange Commission is looking into the company's
financial reporting, and some investors question whether Enron has overstated profits al ils primary business of
trading electricity and natural gas.

THE slumyp in the company's shares accelerated afler Enron revealed the fall in its shareholders' equity. On
Wednesday, the company forced out its chief financial officer, Andrew 5. Fastow, who is at the center of the
controversy over Enron's confusing finances. The company, which six months ago seemed to be reaping hillions
of dollars from California's energy crisis, today faces a potential cash crunch.

The surprise about shareholder equity inflamed investors' smeldering concemn about Enron’s opague financial
statements. Now, with Wall Street analysis and bond-rating agencies demanding more information about the
complex transactions that have fueled the company's profits, Enron has been reduced to issuing news releases
assuning investors that it has adequate access to cash,

Enron does nol appear to be in immediate danger of running out of cash. On Thursday, the company drew down
25233 billion eredit line it had previously arranged with a group of banks led by Citigroup and . P. Morgan
Chase, which have each extended at least 3400 million. But because of Enron's importance in the natural gas
and electricity markets, industry experts say that any problem at the company could disrupt energy trading
nationwide.

The supply of natural gas and electricity would probably not be affected even if the company failed, because
Enron is mainly a trader, rather than a producer, of energy. But a crisis at the company might increase the
volatility of energy prices, which have swung wildly in the last year,

Philip K. ¥erleger Ir., an energy- markets cconomist, emphasized that he thought Enron would survive this
crisis. But he said it was not clear what would happen if Enron ran out of cash or if traders that use the
company’s EnroenOnline Internet trading marketplace defaulted on their obligations.

"You suddenly have all these positions they have taken on there - are they good? Are the firm's hedges good?
What's the situation?™ br. Verleger smd. "I gol everyone scared,”

In the short run, Enron's credit rating may be its biggest problem. If the company’s rating falls below investment
grade, Enron could be forced to issuc tens of millions of shares of stock to cover loans that it has guaranteed.
But creating new shares would make the shares that already exist less wvaluahle, because those shares would no
longer represent fall ownership of the company.

A drop in the company's credit rating could also prompt other energy traders and producers (o back away from
doing business with Enron, hurting the company's sales and profits.

Enron's credit rating stands several notches above the critical point. But its bonds, which are publicly traded,
have fallen so low that they are now offering interest rates of almost 10 percent, comparable with many junk
bonds, Twao of the three major credit-rating agencies, Moody's Investors Service and Fitch Investors Service,
have put Enron's bonds on review for possible downgrades.

"The issue that's in the front of everybody's mind right now 15 credit,” said Mark Gurley, senior vice president
and generzl manager for trading at Aquila Inc., one of the nation's largest energy traders. Aquila is based in
Kansas City, Mo,

For now, Aquila and other major energy traders and producers, including Reliant Energy, the El Paso
Corporation, and Dynegy are continuing to do business with Enron. And Mr. Gurley said that Enron's own
trading in the eleciricity and natural gas markeis did not suggest the sort of frenzied selling reminiscent of the
collapse of Long-Term Capital Management in 1998,
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"They haven't done anything trading-wise that gives me any indication they are closing their books down,” he
sapd.

Sull, some executives at other companies said they were looking more carefully at transactions with Enron,
especially long-term contracts, They also said risk-management and credit officers were calling each other
regularly to discuss the situation.

Mark Palmer, an Enron spokesman, said on Friday that no energy- trading company had stopped doing business
with Enron, He declined to say whether any of the company's trading partrers had suspended or altered credit
terms. He said the company was conlinuing 1o see notmal volumes of business.

But the crisis that Enron will face if its credit rating is downgraded is just a symptom of the higger problem the
company must confront, For years, the details of Enron's finances have been a mystery even to the Wall Strect
analysts whose job it is to follow the company, and to the investors who own its stock and bonds. When Enron’s
profits were soaring and it was creating lucrative new markets, shareholders did not seem 1o care about the
impenedrability of its financial statements.

Now they do. Yet the company scems incapable of offering straight answers to the questions investors ask.

To others in the industry, the opaqueness of the company's financial statements parallels Enron's efforts to keep
its energv-trading business lightly regulated and free of disclosure requirements. Though they do not expect
Enron to crumble like Long-Term Capital Management, they say that, like the giant hedge fund, Enron uses a lot
of debt, regulatory oversight is limited and outsiders have a difficult time figuring out its finances.

The most pressing concerns are a series of partnerships and trusts Enron created to move some of its assets and
debt off its balance sheet. With names like Marlin and Osprey, the partnerships have at least $3.3 billion in
bonds outstanding, backed by assets like a stake in Azurix, Enron's water company subsidiary. Enron has
promised that if the parmerships’ debts exceed the value of their assets, Enron will issue encugh new shares o
make up the difference.

DEALS with partnerships formed by Me. Fastow, who was chief financial officer when they were organized, led
to the $1.2 billion write-ofT in shareholders' equity that Enron announced last week. The company has offered
only skimpy details of its transactions with those partnerships.

Enron ended its relationships with those partnerships in the last quarter, after being criticized by sharcholders. In
the process, it wrote off a promissory note that it had carried on its books, reducing its shareholders’ equity by
%1.2 billion. But, because of complex accounting rules, the transaction was not apparent in Enron's quarterly
CAMMINEs report.

The transaction disturbs investors because it suggests that Enron may have found a way to hide losses, throwing
the accuracy of its financial statements into question. When Enron released third-quarter earnings on Oct, 16, it

a loss from $1 billion in write-offs on failed investments. The eamings statement did not mention the
additional 1.2 billion equity write-down. But the company said its core business had been solidly profitable,
and ils shares rose.

In a conference call with analysts after the announcement, Mr. Lay, Enron's chairman, also disclosed the
reduction in shareholder equity. The reference was a brief one, however, and some listeners did not catch it.
Those analysts were angered when they found out the next day what Enron had done, and many were confused
by the accounting procedure, Enron's stock began to slide, and investors clamored for more information about
the write-off. But so far, the company's efforts lo clear up the situation have further unnerved investors.

Mr. Lay has met with investors during the last two weeks 1o try to explain the deals, but some on Wall Street say
they have come away with doubts about Mr. Lay's grasp of the situation. They say that the two people at Enron
who appear to have been most knowledgeable about the deals - Mr, Skilling and Mr. Fastow - have both left the
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COHmpant.

In &n interview in late August, Mr. Lay said he did not know some details about the deals involving Mr. Fastow.
In response to one question about them, he said, "You're getting way over my head.”

Mr. Palmer of Enron disputed any suggestion that Mr. Lay did not have a grasp of the invesiments at issue,
saying Mr. Lay was handicapped in talking about them because of the 5. E.C. investigation. "There is not a
whole lot we can say, or should say, about them,” Mr. Palmer said. He also said the company expected to
generate aboul $3 billion in cash through asset sales by the end of next year,

In a conference call on Tuesday, analysts pressed Mr. Lay and other top Enron executives to reveal more
information about the LIM write- down and its other partnerships. Instead, they offered only vague explanations
of the deal, leaving Wall Street worried that more write-offs might be coming,.

David Fleischer, a Goldman, Sachs analyst and a longtime supporter of the company, was among those who
came away concerned. "If Enron is unable to clarify its ofl- balance-sheet transactions and restore confidence in
the very near term by assuring investors that no more surprises are forthcoming that would affect the balance
sheet or liguidity position, then the company will likely lose access to the capital markets,” he wrote in a
research note after the call.

To try to reassure investors, Enron said late Thursday that EnronOnline, its Inlernet-based trading exchange,
exccuted more than 8,400 trades that day, a higher-than-normal volume.

“We know we have our work cut out for us if we are 1o rebuild our credibility with the investment community -
and we're working on that," Mr. Lay said in a statement. "Bul in the meantime, the best evidence of our strength
is the willingness of customers to bring their business to Enron "

But those reassurances apparently are no longer enough for Wall Street. Enron’s stock tumbled almost 6 percent
Friday. to its lowest levels in six years.

Mow analysts are scrambling to figure out the extent of Enron’s off- balance-sheet debt and to assess the risk that
the company will have to issue new shares to make good on its parinership guarantecs.

Carol Coale, an analyst at Prudential Securities in Houston, caleulates that Enron may have close to 39 billion in
off-halance-sheet debi. She said that Enron had for two years been trying to sell about 36 billion in foreign
assets - including properties in Latin America and & power plant in India embroiled in a dispute with the state
government - and she worries about those prospects for sale in light of Enron's problems and the souring
COOMOMY.

" As Enron is forced to sell assets o keep the ratings agencics off their backs, they may have to write those assets
down,” Ms. Coale said. On Wednesday, she downgraded her rating on Enron to "sell” from "neutral.”

"The bottom line is, it's really difficult to recommend an investment when management does not disclose the
facts,” Ms. Coale said.

Short-sellers, who attacked Enron's accounting even before the company disclosed the write-off, say the
company’s problems may run even deeper than analysts fear. Enron may have used the partnerships not just to
finance money-losing investments but to hide losses in its core trading business, they say.

“The compeny still isn't disclosing enough to know whether the core business, the trading business, is
profitable,” said Mark Roberts, director of research at Off Wall Street, which recommended shorting Enron's
stock on May 7, when it stood at $59.43, "The issue remains: why are they doing these transactions? Our theary
has been that the core operations aren't that profitable.”

James Chanos, a leading short- seller who has bet that Enron's stock will fall, said, "Is Enron booking gains
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when it has real profits, but hiding the losses when deals go against it?" Mr. Palmer of Enron said the company
stood by its reported energy-trading profits.

Even traders at other energy companies say they do not have a clear picture of Enron's positions. Enron
maintains that it is in no danger of being wiped out by a sharp move in electricity or gas prices because it keeps
its trading book balanced - meaning the energy it has agreed to sell is offset, in roughly equivalent amounts, by
enerey it has agreed to buy,

"With these guys. they tell us - and all you've got is their word - that they're hedged,” said Mr. Verleger, the
economist.

IN fact, Enron has lobbied forcefully over the vears to limit regulation and disclosure of its trading operations.
Last year, the company successfully lobbied Congress o effectively ensure that its Internet- trading platform
would be exempted from regulation by the Commaodity Futures Trading Commission,

Enron and other power traders do file limited information in reports to the Federal Energy Regulatory
Commission, the agency that oversees wholesale clectricity and natural gas markets. But the commission does
not keep track of specific transactions and prices.

Large-scale energy trading has existed for only about a half-dozen years. Enron pioneered the business, and now
dominates it, accounting for about one-quarter of all trading in the United States.

Before Congress and federal regulators opened up the market for wholesale electricity, @ process that began in
earnest 3 decade ago, the power business was a simpler affair. Utilities were given areas of monopoly service,
and their rates - and ability to deliver enough electricity - were overseen by state regulators, But with the move
te deregulate the business, independent and unregulated generators and traders have flourished, providing an
ever-growing portion of the nation's power.

Heginning in the 1980's, the sale and transportation of natural gas was also deregulated, spurring Enron, which
used to be primarily a gas-pipeline company, to move into the trading business.

The company's shift to trading gas and elecircity accelerated in the mid-1990's, with the ascension of Mr.
Skilling, who became chief executive in February, just six months before his unexpected resignation.
Underscoring the change in direction, in sccurities filings this year Enron described its principal business as
"sccurity brokers, dealers and flotation.” Before, it had said it was in the business of “wholesale-petroleum and
petreleum products.”

For most of its ascent, Enron reported outstanding profit figures and Wall Street accepted them with pleasure. A
vear ago, when it disclosed the first transactions with partnerships led by Mr. Fastow, the company's former
chief financial officer, analysts who asked questions were told that the deals were routine and were being
disclosed only hecause of Mr. Fastow's involvement.

Enron does not appear to face an immediate cash crunch. But the bank credit lines that it drew on last week to
pay off its short-term debt will have to be renegotiated next spring. The controversial partnerships do not have
to pay their debts until the following year - unless Enron loses its investment-grade credit rating before that.

ENRON will also need to maintain its large trading positions, which could suffer if participants in those markets
grow more nervous about Enron's credit. When Long-Term Capital was stumbling in 19948, some Wall Street
rivals sold the securities they thought Long-Term owned, trving to force Long-Term o sell its positions quickly
and at a loss. Something similar in energy markets might be possible. If so, Enron might find, &5 Long-Term
did, that positions that should offsct cach other do not.

Enron's new chief financial officer may vet persuade investors that in fact the company's profits are real, and that
its condition is better than the shert-sellers believe. As questions are answered, confidence, and the share price,
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could rebound.

But for now, investors are skittish, and some competitors are eager to take advantage of Enron's plight.
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(retabeer 27, 2001

How to Lose a War
By FRANK RICH
Welcome back to Sept. 10,

The "America Strikes Back" optimism that surged after Sept. 11 has now been stricken by the multitude of ways
we're losing the war at home. The F.B.L has proved more effective in waging turf battles against Rudy Giulian
than waging war on terrorism. OFf the more than 900 suspects arrested, exactly zero have been criminally
charged in the World Trade Center attack (though one has died of natural causes, we're told, in a New Jersey jail
cell). The Bush team didn't fully recognize that a second attack on America had begun until more than a week
after the first casualty. The most highly trumpeted breakthrough in the hunt for anthrax terronsts - Tom Ridge's
announcement that "the site where the letters were mailed” had been found in New Jersey - proved a dead end.
And now the president is posing with elementary-school children again.

Given that this is the administration that was touted as being run with C.E.O. clockwork, perhaps it should be
added to the growing list of Things That Have Changed Forever since Sept. 11. But let's not be 5o hasty. Not
everything changes that fast - least of all Washington. The White House's home-fronl [ailures are not sudden,
unpredictable products of wartime confusion but direct products of an ethos that has been in place since Jan. 20,

This is an administration that will let its special interests - particularly its high-rolling campaign contributors
and its noisicst theocrats of the right - have veto power over public safety, public health and economic prudence
in war, it turns out, no less than in peacetime, When anthrax struck, the administration's first impulze was not to
secure as much Cipro as speedily as possible to protect Americans, but to protect the right of pharmaceutical
companies to profiteer. The While House's faith in tax culs as & panacea for all national ills has led 10 such
absurdilies as this week's House "stimulus” package showering $254 million on Enron, the reeling Houston
energy company (now under S.E.C. investigation) that has served ag a Bush campaign cash machine.

Adrport security, which has been enhanced by at best cosmetic tweaks since Sept. 11, is also held hostage by
campaign cash: As Salon has reported, ServiceMaster, a supplier of the low-wage employees who ineptly man
the gates, is another G.O.P. donor. Not that Republicans stand alone in putting fat cats first. In a display of
bipartisanship, Democrats - lobbied by Linda Hall Daschle, the Senate majority leader's wife - joined the
administration in handing the airlines a $15 billion bailout that enforces no reduction in the salaries of the
industry’s C.E.O.'s even as they lay off tens of thousands of their employees,

To see how the religious right has exerted its own distortions on homeland security, you also have to consider an
administration pattern that goes back to its creation - and one that explains the recent trials of poor Tom Ridge.

Mr, Ridge is by all accounts a capable leader - a successful governor of a large state (Pennsylvania) who won
the Bronze Star for heroism in Vietnam. A close friend of George W, Bush, he should have been in the
administration from the get-go, and was widely runrored to be & candidate for various jobs, including the vice
presidency, But after being pilloried by the right because he supporis abortion rights, he gol zilch. Instead of Mr.
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Ridge, the administration signed on the pro-life John Ashcroft and Tommy Thompson - who have brought us
where we are today.

The farcical failures of these two cabinet secretaries are not merely those of public relations - though Mr,
Thompson often comes across as a Chamber of Commerce glad- hander who doesn’t know his pants are on fire,
and Mr. Asheroft often shakes as if he's not just seen great Caesars ghost but perhaps John Mitchell's as well.
Both have a history of lelting politics override public policy that dates to the start of the administration. They've
seen no Teason to reverse their partisan priorities even at a time when the patriotic duty of effectively fighting
terror should be their Mo, 1 concern.

Pre-Sept. 11, Mr. Thompson, in defiance of science, heartily lent his credibility to the Bush administration’s
stem cell "compromise™ by going along with its overstatement of the viability and diversity of the stem cell lines
it would deliver to researchers, Post-Sept. 11, he destroyed his credibility by understating the severity of the
anthrax threat, also in defiance of science, Now he maintains that the $1.5 billion the administration is
requesting to plug the many holes in our public health system - almost all of it earmarked for stockpiling
pharmaceuticals, not shoring up local hospitals - is adequate for fighting bioterrorism. This, too, 15 in defiance of
all expert estimates, including that of the one physician in the Senate, the Republican Bill Frist.

It should also be on Mr, Thompson's conscience that for the first two weeks of the anthrax crisis he kept the
federal government's house physician - David Satcher, the surgeon general and a much-needed honest broker of
public health - locked away, presumably because Dr. Satcher, a Clinton appointee, became persona non grata in
the Bush administration for issuing a June report on teenage sexuality that angered the religious nght. Only after
Mr. Ridge arrived on the scene was the surgeon gencral liberated from the gulag.

As for Mr. Asheroft, he has gone so far s 1o turn away firsthand information about domestic terrorism for
political reasons. Planned Parenthood, which has been on the front lines of anthrax scares for years and has by
grim necessity marshaled the medical and security expertise to combat them, has sought a meeting with the
attorney general since he took office bul has never been granted one. This was true not only before Sept. 11 but,
says Ann Glazier, Planned Parenthood’s director of securily, remains frue - even though her organization, long
targeted by such home-grown Talibans as the Army of God, has a decade's worth of leads on "the convergence
of international and domestic terrorism.”

Ms, Glazier found the sight of Mr. Asheroft and other federal Keystone Kops offering a 51 million reward for
anthrax terrorists a laughable indication of how little grasp they have of the enemy. "Religious extremists don't
respond to money,” she points out. Such is the state of the F.B.1., she adds, that one agent told a clinic to hold
onto a suspect letter for a couple of days "because we have so many here we're afraid we're going to lose it
{perhaps among the Timothy McVeigh documents),

If either the attorney general or the secretary of health and human services inspired anything like the confidence
that, say, Mayor Giuliani does, there wouldn't have been a need to draft Mr. Ridge. Even so, he's mainly a P.R.
gimmick - 2 man who should have been in the administration in the first place reduced to serving as a fig leaf
for lightweights, As director of homeland security, he's allegedly charged with supervising nearly 50
govermnment agencies - so far with roughly a dozen staff members. When asked to define Mr. Ridge's
responsibilities, Ari Fleischer said on Wednesday that it was "a very busy coordination job," but so far Mr,
Ridge is mainly sowing still more confusion,

The one specific duty that he has claimed - in an interview with Tom Brokaw - was that he'd be the one "making
the phone call” to the president to shoot down any commercial airliner tumed into a flying bomb by hijackers.
That presumably comes as news to Donald Rumsfeld, who made no provision for any homeland security czar in
the Air Force chain of command he publicly codified days after Mr. Ridge's appointment.

Since the administration tightly metes out the news from Afghanistan, we can only hope that the war there is
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being executed more effectively than the war here - even as Mr. Rumsfeld and his generals now tell us that the
Taliban, once expected to implode in days, are proving Viet- Cong-like in their intractability. The Wall Street
Joumal alse reported this week that "instead of a thankful Afghan population, popular support for the Taliban
appcars to be salidifying and anger with the ULS. growing.”

Maybe we're losing that battle for Afghan hearts and minds in part because the Bush State Department appointee
in charge of the propaganda effort is a C.E.Q. {from Madison Avenue) chosen not for her expertise in policy or

politics but for her salesmanship on behalf of domestic products like Head & Shoulders shampoo. If we can't
effectively fight anthrax, [ guess it's reassuring 1o know we can always win the war on dandrufT.

Copyright 2001 The New York Times Company
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Enron Ousts Finance Chief as S.E.C. Looks at Dealings

By FLOYD NORRIS

The Enron Corporation, its stock battered by a sudden loss of investor confidence, yesterday ousted its chief
financial officer, Andrew 5. Fastow, whose involvement in complicated transactions with Enron has drawn the

scrutiny of the Securities and Exchange Commission,

"In my continued discussions with the financial community, it became clear to me thal restoring investor
confidence would require us to replace Andy as C.F.0.," Kenneth L. Lay, Enron's chairman and chief executive,
said in a statement announcing the change. Only one day before, Mr. Lay had told investors in a conference call
that he and the Enron board "continue to have the highest faith and confidence in Andy."

The company said that Mr. Fastow had taken a leave of absence, but it also named his successor, Ieffrey
MeMahon, the head of Enron's industrial markets group and a former corporale treasurer.

Enron said none of the officials were available for interviews last night.

The move came after the close of trading on the New York Stock Exchange, where Enron's shares fell 33.35, to
%1641, The price has been cut in half since Oct. 16, when Enron reported its third-quarter camings. A 51.2
billien reduction in sharcholder equity brought on by ending some relationships with partnerships that Mr.
Fastow had headed was not disclosed in the earnings news release. Mr, Lay briefly mentioned it in the
conference call that followed, but some analysts thought he was referring to a separate 51 billion write-off that
was disclosed in the earnings document, and were angered when they later leamned about it.

On Tuesday, when both Mr. Fastow and Mr. Lay discussed the company with analysts on the conlerence call,
neither was willing to discuss details of the transactions between Enron and the partnerships formerly controlled
by Mr, Fastow. Mr. Lay cited the S.E.C. inquiry in declining to discuss the details of the transactions.

The fact the transactions took place has been known for a year, but Enron's disclosures have been widely
criticized for being impossible to understand.

By structuring the deals as involving forward commitments to deliver Enron stock, it appears that Enron was
able 1o assure that losses on them would not lead to reported losses, but instead to reductions of shareholder
equity that had no effect on the income statement, That is one of the issues the 5.E.C., whose inguiries were
disclozed Monday by the company, is expected 1o address.

Concems have also grown this week over whether Enron will face losses from complicated financing strategies

that kept hillions of dollars of debts off its balance sheet but left the company responsible for paying - either in
cash or with stock - il things went wrong. On Tuesday, Mr. Fastow assured investors that the company "expocts
to continue to have sufficient liguidity to meet normal obligations,” and said it had bank credit lines that were
mare than adequate.

Mr, Fastow was viewed as one of the architects, with Jeffrey K. Skilling, the former Enron chief executive who
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resigned in August, of the change in business strategy that turned Enron from a gas-pipeline company into a an
energy trading powerhouse that developed a large Wall Street following. Its stock price peaked in the summer of
2000 3t BO0.75.

According to a person close to the company, while Mr. McMahon, Mr. Fastow's successor, was Enron's
treasurer, he told Mr. Skilling, who at the time was the chiel aperating officer, that he thought the partnerships
involving Mr. Fastow presented a contlict of interest. After that discussion, Mr. McMahon moved to a different
job at the company, this person said.

Shares of Enron traded as low as §15.51 vesterday afternoon, the lowest price for the stock since early 1995,
before recovering. In after- hours trading, they fell to 316.14.

One of the factors that hurt the stock yesterday was a decision by M. Carol Coale, an analyst at Prudential
Securities, to drop her rating to "sell” from "hold.” She had lowered the rating to “hold” from "buy” on Monday.

" After the 5.E.C. inguiry was announced,” she said in an interview vesterday evening, "Enron should have
addressed it by delivering a scapegoal, as a gesture to the Street. Now they are replacing him today. The timing
is a little late, but [ think it will be received positively by the Street.”

But she said that investor sentiment might work the other way. "People could fear that if vou remove Fastow
from the management team, you'll never get any answers.”
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Nickoloff, Peter

——————— ————————
From: Schulthess, Heddilynne
Sent: Manday, Oclober 20, 2001 3:58 PM
Ta: Carledon, Marman; Mickalaff, Peter
Subject: Enron Trigs to Dismiss Finance Doubls

Oetober 24, 2001

Enron Tries to Dismiss Finance Doubts
By FLOYD NORRIS

Enron has ample access lo cash, the company’s chief executive said yesterday as he assured investors that there
was no need for additional write-offs stemming from unusual financing activities,

In a conference call with investors that was hastily scheduled after Enron's stock plunged on Monday, the chief
executive, Kenneth W, Lay, strongly defended the company's chief financial officer and said there was no
conflict of interest involved in transactions that the Securnities and Exchange Commission was looking into,

Bul he refused 1o go into detail on the transaction that Enron made with partnerships run by Andrew S. Fastow,
the chief financial officer. In addition, Mr. Fastow, while declaring that Enron "expects to continue to have
sufficient liquidity to meet normal obligations," declined to answer any guestions about it.

The conference call, which began just as trading opened on the New York Stock Exchange, at first seemed to be
reassuring investors, Within minutes of the beginning of the call, the share price rallied to $23.25. But il soon
began falling, and ended the day down 86 cents, at $19.79. The day’s low of 519.62 was the lowest since Jan.
12, 1998, and was down 78 percent from the high set by the stock in the summer of 2000.

Until recently, most investors focused on the company’s reporied operating earmings, which showed good results
as it became a leading player in energy markets. But the focus has shifted to a series of transactions, some
involving off-balance- sheet financing, One, involving partnerships controlled by Mr. Fastow, led to a $1.2
billion reduction in shareholder equity that raised concern last week and led to S.E.C. inquiries that the company
disclosed on Monday.

Ome of the company's sirongest supporiers has been David Fleischer, an analyst at Goldman, Sachs. But he 1old
Mr. Lay on the call yesterday that Enron had to be more forthcoming with information. "There 15 an appearanee
that vou are hiding something,” he said,

After the call, Mr. Fleischer expressed disappointment. "They've engaged in a number of lransactions that one
wonders ahout, and that are hard to understand,” he said in an interview. "They have not been as forthcoming in
explaining them” as is needed, he said. But he said he was still recommending the stock. “I don’t think
accountants and auditors would have allowed total shenanigans,” he said. "In the absence of total shenanigans
going on at this company, there is tremendous value here.”

Mr. Lay cited the S.E.C. inguiries as a reason for not discussing defails on the fransactions involving the
partnerships that were controlled by Mr. Fastow. But he emphasized that both he and the company’s board

“continue to have the highest faith and confidence in Andy.”

Mr. Lay said that auditors from Arthur Andersen had carefully reviewed Enron’s reporting in conjunction with
another off-halance-sheet vehicle, called Marlin. That company owns one-third of Azunx, an Enron subsidiary
that owns Wessex, a British water ulility. The auditors "have determined there is no write-down required,” he
said under questioning by Richard Grubman of Highfields Capital Management, & money management firm,
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Mr. Grubman said that Marlin owed almost 31 billion on debt that was guaranteed by Enron but had no assets
other than the Azurix stake. Noting that Enron had paid about $300 million to buy a third of Azurix from public
sharcholders and had since taken write-downs on its investment in Azurix, Mr. Grubman asked why the
company was not seiling up reserves 1o cover its exposure on that debt, which under a complicated arrangement
could end up being satisfied through the issuance of Enron shares.

Mr. Lay said that no action was needed but declined to address details. Eventually he cut off Mr. Grubman, *I
know vou're trying to drive the stock price down, and you've done a pretty good job of it,” Mr. Lay said. "But
let's move on to the next question,”

Mr. Fastow said the company was having no problem issuing commercial peper and had $1.85 billion in sech
debt outstanding. He said it was backed by $3.35 billion in bank lines of credit, of which $1.75 billion will
expire next May il it is not renewed.

Mr. Lay said he was sorry about "the misunderstanding” that resulted when his brief mention of the $1.2 billion
reduction in sharcholder equity in a conference call last week was not noticed by some analysts, That reduction
would have been apparent if the company had released its balance sheet with the eamings report, but it did not.
He said the company would consider releasing balance sheets with eamings repors in the [uture, but made no
promises.

The large reduction in sharcholder equity did not affect reported earnings, and so was not in the camings release.
But it raised concemns that some of the sophisticated financing techniques used by the company might be
effectively keeping losses off the carnings statement. The 5.E.C. is expected to look into whether the accounting
for that transaction was correct.

After one questioner on the call said it would be easier 1o understand Enron if it released financial statements for
the special purpose vehicles that were set up to enter into such transactions as Marlin, Mr. Lay said the company
“will look into providing" such statements.
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Nickoloff, Peter

—————
From: Schullheiss, Heidilyring
Sent: Monday, Octaber 29, 2001 4:.02 P
Tais Carkalon, Morman, Nickoloff, Peter
Subject: Whire Did the Value Go at Enron?
Cretober 23, 2001
Where Did the Value Go at Enron?
By FLOYD NORRIS

What really went on in some of the most opagque transactions with insiders ever seen?

Wall Street has been puzzling over that since Enron released its quarterly camings a week ago. Yesterday shares
in Enron plunged 55.40, to $20.65, after the company said that the Securities and Exchange Commission was
locking into the transactions,

The reaction was in some ways puzzling. Given the questions that have been raised since the eamings
announcement - some of them prominently featured in The Wall Street Journal - it was likely that the S.E.C.
would begin a preliminary inguiry.

Whether it will go farther than that is not clear, but if nothing ¢lse the slide in Enron shares over the last week
shows the hazards that can confront a company that allows word of & major reduction in its balance sheet value
to dribble out. Enron's shares rose 67 cents, to $33.84, last Tuesday, as investors first reacted to the eamings
announcement. But since then they have fallen 513,19, or 39 percent.

The 51.2 billion reduction in shareholders' equity was not mentioned in a news release Enron issued on its
quarterly earnings last Tuesday. It was briefly mentioned in a conference call with analysts, but many of the
listeners seem to have not noticed that, wrongly thinking Kenneth L. Lay, Enron's chairman and chief executive,
was referring to a §1 billion write-off that was disclosed in the earnings release.

When questions were asked in the following days, the explanations were less than thorough. Enron explained
that the reduction in shareholders' equity was related to the termination of "structured finance vehicles”
involving partnerships that had been controlled by the company's chief financial officer.

"Both the debt and the equity people are looking for more clarity about how the company goes about its
business,” said Ralph Pellecchia, a credit analyst at Fitch Investors Service. He added that the issuc of the
company’s "credibility related to this transaction really seems to have a life of its own."

Enron declined yesterday to allow any officials to be interviewed about its financial reports. But last night it said
Mr. Lay would hold another conference eall with investors at 9:30 am. today.

The company's earlier disclosures regarding the parinerships baffled many analysts. They referred to such things
as "share settled costless collar arrangements” and "derivative instruments which eliminated the contingent
nature of existing restricted forward contracts” The disclosures said the company entered into the fransactions
“io hedge certain merchant investments and other assets."

It appears that Enron was able to report profits from them, even though the underlying assets included
investments that declined in value. The Wall Street Joumnal, citing reports the partnerships made to institutional

investors, has reported the partnerships did well enough 1o make large cash distributions to their investors.
Enron officials in recent days have refuged to discuss the arrangements in any detail.
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Ome of the questions that the 3.E.C. may look into is whether the termination ol those transactions should have
been treated as & balance sheet item, or whether it should have been taken as a loss that affected reported
camings. An 5. E.C. spokesman declined 1o comment.

Under accounting rules, a company’s transactions in its own sheres cannol produce profits or losses, whatever
the effect on cash flow. So a company that gells itz shares for $10 each, and buys them back at $50, or at 51, will
report no earnings effect. Enron said that the reduction to shareholders equity, and a related reduction in notes
receivable, "is the result of Enron's termination of previously recorded contractual obligations to deliver Enron
shares in future periods.”

Stephen Moore, an analyst with Moody's Investors Service who has put Enron’s debt on review for a possible
downgrade, said that while some of the details were not clear, "Essentially, Enron's promise was that a certain
amount of Enron's shares would be worth 51 billion. The shares plummeted, and they were not™ worth that
much.

Enron emphasizes its own version of eamings, which leaves out some expenses, and directs attention away from
its balance sheet, which is disclosed only in 8.E.C. filings, not in the carnings news release. The reduction in
shareholders' equity would be shown only on the third-quarter balance sheet, which has yet to be released.

Earlier this year, Jeffrey Skilling, then Enron's chief executive, reacted strongly when a questioner on a
conference call challenged the failure to provide balance sheet numbers when earnings were released. He called
the questioner a common vulgarity that surprised many listeners. Mr. Skilling later resigned for what he said
were personal reasons and Mr. Lay, the chairman and former chief executive, took back the latter title,

While Enron was riding high, its often difficuli-to-understand reports were generally seen as not being a
problem. The company appeared to be the dominant force in the business of energy trading, and o be able to
produce phenomenal profits. When Mr., Lay was reported as having played an important rele in formulating the
Bush administration's energy policies, the aura was only enhanced. In January, the shares traded for 384,

But now, with some of the company's ventures clearly having run into problems, it appears that investors are
growing less willing to accept the company’s reports. That the partnership transactions were disclosed at all was
because of the involvement of the chief financial officer, and some have wondered if there might have been
similar deals with others.

Mr. Lay has promised to make the company’s financial reports easier to understand, and [agt week's report was at
first praised by some analysts for deing just that.

In a news release yesterday, Mr. Lay said the company welcomed the 5.E.C.'s request for information. "We will
cooperate fully with the S.E.C. and lock forward to the opportunity to put any concern about these transactions
o rest,” he said.
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l‘di:knlnff, Peter

————
From: Schullheiss, Haidilynne
Sent: Monday, Cctober 24, 2001 405 PM
Ta: Carleton, Morman; Nickoloff, Peter
Subject: MWYT Abstract: Enron Reports 51 Bilon In Charges And a Loss
FREE ABSTRACT PREMIUM ARCHIVE

October 17, 2001, Wednesday Enron Reports 51 Billion In Charges And a Lass By KENNETH M. GILPIN Saurce: The New
York Times Section: BusinesaFimancial Desk 619 words Abstract Enron Cosp posts third-guarier loss becawse of mose than 31
Billiom in ene-fime charges for vorious businesses; net loss was 3618 million in contrast to net income of 3292 million vear earlier,

reveewe rose 59 percent, to $47.6 billion, from 530 billion last year (M) Lead Paragraph The Enren Corporation, the nation’s
leading whobesale clectricity marketer and natural gas wrader, posted a thurd-guarter loss yesterday because of more than 51 billion i

one-fime charges for various businesses. The company reporied a net loss of 36, Purchase Full Text of Article
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Mickoloff, Peter

— e ——
Fram: Schultheiss, Heidilynne

Sant; Wednesday, Oclooer 31, 2001 9:37 AM

To: Carledon, Norman, Mickalall, Peter

Subject: MY Times OpEd: Regeal of AMT and Banefit to Enran

October 31, 2001 The U]]E_—E}’_Eﬂ Man ey parL KRUGMAN _Eumer'i!r-'here 1 read that to really understand
legislation you have to look for the clause giving special consideration to one-eved bearded men with a limp -
that is, you have to look for the provision that tums a bill ostensibly serving a public purpose into a giveaway
for some special interest. Most of the commentary about the "stimulus” bill passed by the House last week
focuses on the huge benefits it lavishes on giant corporations. But that doesn't tell us much about the specific
interests being served. What's good for corporate America is good for General Motors; it would be hard to
devise a hill that consists mainly of corperate giveaways without giving a lot of money to the biggest
companies. To understand what the bill is really about, you have to look at the big payefTs to not-so-big
companies. One piece of the bill is custom- designed to benefit a small group of multinational financial firms.
Another is clearly there for the sake of certain health insurers. But the most remarkable thing is how much of the
benefit from repeal of the alternative minimum tax - a measure that is also included in the Bush administration’s
supposed stimulus plan, and which seems 1o be one of the administration’s key priorities - goes to companies
that are not all that big. For example, it's not too surprising that calculations by Citizens for Tax Justice show
General Motors, with its 380,000 workers, geiling a check for 3800 million. But it's quite amazing that TXL

{ formerly Dallas Power and Light), a company with only 16,000 employees, would get a check for S600 million.
And there are a number of medium-sized companies that, like TXLI, are in line for surprisingly big benefits,
These companies include ChevronTexaco, Enron, Phillips Petreleum, IMC Glebal and CMS Energy. What do
they have in common? Well, they tend 1o be in the energy or mining businesses; and they tend to be based in or
near Texas, In other words, the one-eyed bearded man with a limp looks a lot like Dick Cheney. There is almost
certainly a lot of overlap beiween the companies that would denive large benefils from alternative minimum tax
repeal and those that would have received large subsidies under the energy plan devised by Mr. Cheney’s task
force. You may remember that the administration, in apparent defiance of the law, refused to make the records
of that task force's meetings available to Congress; that's one of those issues that seems to have been dropped
after Sept. 11. And I guess it's superfluous to point out that the big winners in all this seem to be companies that
gave large, one-sided donations to the Republican Party in the last election. (This is not to suggest that
Democrats are any less susceptible to the influence of money.) To me, the story of the Bush administration is
starting to look like the plot of "Victor/Victoria." First we had a candidate who was supposed to be a moderate,
Then we leamed, or thought we leamed, that this was a mask; he was really a hard-line conservative who
pretended to be a moderate in order to gain office. But the latest economic proposals from the administration,
like the Cheney energy plan, don't look as if they came [rom serious free-marketeers. They don't make sense in
terms of either demand-side or supply-side economics, but they do give a lot of money to certain companics. So
maybe ideclogy was just another mask for someone who was really the candidate of corporations - not
corporations in general, but a small group of companies with a quite specific set of business interests - and who
is only pretending to be a hard- line conservative who pretended to be a moderate in order to gain office. It's an
interesting and all too plausible picture. But it's a picture that most people will never see on their TV, and that
many people would refuse to accept no matter how strong the evidence. That, of course, is what makes the
whole thing pessible, In the land of the blind, the one- eyed bearded man with a limp 15 king. In last
Wednesday's column | said the "original” war bonds were issued during Waorld War I1. In fact, war bonds were

also issued during the Civil War and World War I, I don't think this affects the argument. Copyright 2001
The Mew York Times Company
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Nickoloff, Peter

S —
From: Carlefon, Marman
Sant: Wedneaday, November OF. 2001 3207 PM
To: Schulthaiss, Heldilynne; Nickoloff, Peter
Subject: WEL Dynegy In Talks To Put About 2B Into Enron Mow

Movember 7, 2001

WSJ: Dynegy In Talks To Put About $2B Into Enron Now

Dow Jones MNewswires

By Robin Sidel
Of The Wall Street Journal

NEW YORK -- Dynegy Inc. (DYM) is in advanced discussions to infuse about $2 billion into Enron
Corp. (ENE) in a transaction that may lead to a full-blown merger between the two companies,
sources familiar with the matter told The Wall Street Joumnal.

A formal transaction could be unveiled as early as Thursday, these people said. The situation is vary
fluid and is subject to change, these people noted.

{This report and related background will be available at the Journals' Web site, WS5J.com.)

Enron has been rocked by last month's disclosure of a $1.2 billion reduction in its equity base partly
tied to financial dealings with company partnerships headed by Enron's tormer chief financial officer,
Last manth, it reported a third-quarter loss of 3618 million. The Securities and Exchange Commission
has launched a formal investigation into the matter. Last week, Enron secured 31 billion in new credit
lines, using gas-pipeline assels as collateral.

Enron needs the infusion in part because its previously announced plans io raise cash through the
sale of power assets is going more slowly than expected. Mastly, though, it needs to restore its
credibility with Wall Street at a time when its access to the financing markets is drying up.

Enron shares recently traded down 1,57, or 168%, at $8.10.

-Rokin Sidel; The Wall Srresr Journal; 212-274-725%1
Enron, Houston, declined to comment. Dynegy could not be reached for comment.

Shares of Enron recently were down 87 cents, or 9%, to $8.80. Dynegy was down $2.18, or 6%, to
$33.82.

News of the Dynegy discussions was first reported on CNEC.

-Robin Sidel, The Wall Street Journal; 2912-274-T7901
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Fraorm: Carl#on, Marman
Senl: Wednesday, Movember 07, 2001 309 PM
Ta: Schulheiss, Hesdihming, Nickolofl, Pater
Bubject: [J: Former Eneon CED Teslifies Before SEC Tuesday - Exec

November 7, 2001

Former Enron CEO Testifies Before SEC Tuesday - Exec

By JASON LEOPOLD

of DOW JONES NEWEWIRES
(This article was originally published Tuesday.)

LOS ANGELES — Jeff Skilling, the former chief executive of embattled energy company Enron Corp,
(EME), canceled an appearance in Los Angeles Tuesday because he was testifying before the U.5.
Securities and Exchange Commission in Washington D.C., according to Ross DeVel, executive of
the office of the chaiman of the Milken Institute, which was sponsoring a conference where Skilling
was scheduled to speak.

DeVol said he spoke to Skilling on the telephone Monday, and Skilling said he was canceling his
appearance in Los Angeles because he was subpoenaed by the SEC last week to testify Tuesday.

"I spoke with Jeff briefly, and he said he had to testify before the SEC in Washington, but he didn't
say specifically what for,” DeVol said.

Skilling was unavailable for comment. Enron spokesman Mark Palmer said he was under the
impression Skilling was in Houston Tuesday and nol teslifying before the SEC, but that he received
the information "third hand."

An SEC spokesman said the agency could not confirm or deny Skilling's appearance before the
commission. As a matter of policy, the SEC doas not comment on investigations.

Enron shares have declined more than 70% since mid-Octobar, whean the company disclosed a 51_.2
billion reduction in shareholder equity that resulted from the unwinding of a parinership headed by its
former chief financial officer, Andrew Fastow.

The SEC launched an inguiry two weeks ago into the partnership, according to Enron, and last week,
Enron said the inquiry had become a formal investigation.

An Enron spokesman said the SEC investigation is focusing on “third party and related party
transactions.”

-By Jason Leopold, Dow Jones Newswires; 323-658-3874; jason.leopold@dowjonas.com
"’ 01301

01200000000656



Mic Ivl.l:lnll:nf'li Peter
— — R —

From: Carlelon, Marrman

Sent: Wednesday, Movember 07, 2001 3111 FM

Ta: Schufttheiss, Heidibynne; Nickoloff, Peber

Subject: Dow Jones Mewswires: Liquidity Concanns Continue To Dog Enron Bond Holders

November T, 2001

Liquidity Concerns Continue To Dog Enron Bond Holders

Do Jones Newswies

(This article was onginally published Tuesday)

By Michael €. Barr
Of DOW JONES HEWSWIRES

MEW YORK — Wary investors in bonds of embattied Enron Corp. (ENE) continue fo have cause fo
WOITY.

The company’s bonds are being quoted on a dollar basis in the 70s, according to Harold Rivkin,
principal, H. Rivkin & Co., a distressed bond brokerage, Princelon, N.J.

"lt's an investment grade name but the market is treating the bonds as if they were junk or a
distrezsed credit” said Rivkin. Distressed investors focus on the debt of companies perceived as in
or near default,

"Some of Enron’'s debt is trading as if the company were rated single-B," added Tom Haag, senior
analyst in charge of distressed securities, Lutheran Brotherhood, Minneapalis, Minn.

The Houston-based energy company has suffered from a big loss of investor confidence following
the company's recent announcement of a $618 million third quarter loss and the disclosure of 2 $1.2
billion ercsion of investor equity related to partnership transactions undertaken with the company's
former chief financial officer, Andrew Fastow.

While Enron was able last week to abtain $1 billion in new credit lines from JP Morgan and Salomon
Smith Barney, it was necessary for the company to provide security support in assets of its Northermn
Natural Gas Co. and Transwestern Pipeling Co. In addition, the company has about 31 billion in cash
an hand.

Debt Dowmgraded

Nevertheless, Fitch on Monday downgraded Enron’s senior unsecured debt to triple-B-minus from
triple-B-plus. It's now just a notch above junk bond status. Last week, Standard & Poor's Corp.
lowered its credit rating on Enron to friple-B, while Moody's Investors Service lowered its rating to

Baal.
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"Downgrades can deny them access to the capital markets," said Marly Whitman, chairman, Third
Avenue Funds, New York City.

The company will have to increasingly rely upon secured bank lending. And with Enron's assets tied
up in banks' hands, "investors will not want to take a look at the company’s common” stock, Whitman

said.

"Investor confidence is a cradit issue for a trading company,” said Bob Grossman, chief credit officer,
Fitch. Enron bonds remain on Rating Watch Negative.

Crucial will be Enron's abillity to maintain its trading relationships with ils counterparties. It will also
have to avoid further losses and maintain its liquidity and demonstrate credit raising capability, said
Grossman,

The company has a liquidity plan that it's working on. "We are waiting to see how well they can

execute it," Grossman said. There are factors that they have control over, and others that they don',
he added.

Search For Liguidity On
In an effort to support its capital position, the company was reported in Tuesday's Wall Street Journal
to be seeking a cash infusion of $2 billion. The company was approaching buyout firms and power
trading companies, according to the article.

And, in the current investment envirenment, liquidity is paramount, especially for a company that
uses a lot of cash, said Lutheran Brotherhood's Haag.

"Anyway the company can improve its liquidity will help,” Haag said.

But creditors might be putting the company on a tighter leash. Mat only is liquidity cruclal, but so are
the terms on which it's offered, added Haag.

“There is a sense that the banks are grabbing up all the best security,” said Harold Rivkin.

in a further move to allay investor concerns, it was reported by CNBC reporter David Faber on
Tuesday that Enron would take steps to make it much easier to understand its complex partnerships.

This concession to investor fears can't have come too soon.
*I'm very alarmed about off-balance shset debt," said Third Avenue Funds’ Whitman.
The company did not respond to a telephone request for comment.

-By Michael C. Barr, Dow Jones Newswires; 201-938-2008;

michasl . barrédow]ones . com
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The Future of Financial Reporting After Enron — Restoring The Public
Trust, Once Again

MNational SEC Reporting Conference
SEC Institute
New York, New York
December 18, 2001
Lynn £, Tumer
Durector of the Center For Quality Financial Reporting
Colorado State University

( formerly Securities and Exchange Commission Chief Accountani)
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I want to thank Andy, as usual, for the kind introduction. As vou no doubt know by now,
Andy and the SEC Institute put on absolutely the premier conferences for professionals
who deal with the SEC and financial reporting of public companies. | am once again
honored that he would invite me to the podium.

An Important Role for an Honored Profession

Our profession has the honor of serving the public as a result of a franchise Congress saw
fit to convey to us sixty-eight vears ago. The collective roles we play are critical to the
success of the U5, capital markets and ultimately wo the U.S. economy.

Some of vou prepare financial statements that provide investers and the capital markets
with the financial information they reguire, in order to make informed decisions. Some
of you are involved with independently ensuring the integrity of that data, an eqgually
important role, Without the public service our profession performs, the capital markets
could not function efficiently.

And just how important is that? Lets put it in context. Today, one out of two American
edults have invested their money, including their savings for perhaps retirement or their
children’s education, in the markets. That 15 up approximately sixty percent in the last
decade. It 1s likely your neighbor, a member of your family or the person sitling next to
wou have placed their trust and confidence in what you, what we all do in our profession.

During the past ten years our profession has experienced much financial success. We
have all lived through the greatest economic boom our country has ever experienced. No
American, in the 225 years since the Declaration of Independence, has seen such a
phenomenal period of growth and wealth.

Changing Times - A Crisis In Confidence

But in the past, a5 with woday, we have seen the good times also bring with them
excesses. In the early 1800's everyone invested in canals after the success of the Frie
Canal. But that excess eventually turned into an economic decline and losses by
investors. Steamships, then railroads replaced the canals. Today's Union Pacific was
brought out of bankruptey during a period when investor's lost their shirts, so to speak
from excessive investing in this new technology. Likewise, the new technologies of
radios, cars and airplanes in the 19204's preceded the stock market crash of 1929, Having
been bumed oo oflen and being skeptical, and with war bonds offering greater safety in
investing, investors did not retum to the markets until afier World War 1.

Some have said the roosier has come home to roost given the unbridled speculation and
irrational exuberance of the 1990"s. From the flower children generation of the 60's and
70°s that was going to change the world, we tumed into the “me” generation by the 90°s.
We bought into the dot.com phenomena which has turned into the dot.gone, as in
investor' s money is now gone. We bought into the greater fool theory and over time
were focled ourselves.
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Let me give vou some food for thought. Companies like Webvan and EToys have
become as extinct as the dinosaur, Of the 547 IPO's from 1999, many trade for pennies
or don™t trade at all. The recent and final Fortune Dot.com Deathwatch highlighted tha
519 dot.coms have passed in the last two vears, 384 since the beginning of the year, with
98,522 people being laid ofT in 2001 by these once high flvers.

Investors were sold a “bill of goods™ by the underwriters of the “new economy™ and have
been burned by their own lack of research. The underwriters lined their pockets while the
pockets of investors got fleeced. In the December 11" edition of the Wall Street Journal,
an article said of Credit Suisse First Boston's $100 million settlement, “many small
investors ended up as losers when they rushed to buy those new stocks just as the favored
customers were selling.”  As a result, investors today are unwilling to fund new
technology companies and innovation in our economy suffers. No one should be
surprized,

Analysis also lost the public’s trust when they became cheerleaders who pushed for new
business, rather than pushing the numbers and providing honest, intellectual research. In
fact, research by four university of California professors show that stocks most hghly
recommended by analysts in 2000 under performed the market last vear by 31.2% while
those they least favorably recommended ow performed the market by 49%. The only
thing more amazing 1o me 15 why analysts think the investing public should read their
reports. Perhaps Regulation Fair Disclosure will help save the analysts from themselves,
as once again they are compelled o do what their name implies, analysis. Lets hope the
whispers have been silenced for good.

The tale of our own profession 1s not a rosy one. There has been a constant parade of
stories in the press about financial fraud. which are causing the investing public 1
question the credibility, the integrity and the validity of what we do. | remember
attending a conference in March of 1998, before | joined the Commission, at which a
respecied member of the Bar held up an article for the avdience. The title of the anicle
was “Fick a Number, Any Number." Many similar articles including one where the title
was CPA - Cenrtified Public Accomplice, have followed that up, The President of the
American Instnute of Certified Public Accountants, or AICPA, said he believed the word
“Accountam” in CPA was constraining on the profession. Personally, T like the ring 1o 1t
a lot better than the word accomplice!!

But more recent articles in Harvard Business Review and Business Week have followed
these articles, These stories have highlighted widespread abuses in earnings managemeni
and the use of pro forma numbers. Numbers that present a company as “management
wishes it was” — pod as it truly is. Numbers that make one wonder if Grimm’s Fairy Tales
haven't come to the world of accountants and become & pant of our curriculum,

But then again, we are quickly snapped back to reality by such tales as:
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Rite Aid

Livent

Informx

WHE Grace
Sunbeam

Just For Feet
Lernout and Hauspie
Xerox

Lucent

Ohxford Healthcare
Superior Bank
HBO McKesson
Microstrategy
Critical Path

Waste Management,

The price tag to investors as 2 result of the restatements of financial statements arising
from these cases and others during the past half dozen vears or so total close to 5100
billion dollars, The number of restatements have risen from 116 in 1997 1o over 230
200K eccording to a study by Andersen. In many of the resiatements, the previously
audited numbers were found 10 be in error for not just one, but rather two or more vears
And so people are asking. “where were the anditors™ Can you recall any of the
headlines associated with the above cases saying — “Investors Protected - Fraud Detected
In Time by Auditors.”

Let me read vou from a footnote in the 1999 Rie Aid financial statements. It says:

“In connection with the review by the staff of the Securities and Exchange
Commission of a registration statemnent relating to debt securities previously
sold by the company, the company is discussing with the staff certain
accounting matters. As a result of those discussions and the company’s
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review, the company has made adjustments to its financial statements for
fiscal years 1997 and 1998, (emphasis supplied)”

The key point here 1s that a desk top review by a staff aceountant in Washington D.C.
wrned up the initial restatements that evenmually led 1o more changes in the Rite Aid
financial statemnents and the financial fraud case the legal authoritics and SEC are

currently investigating. Changes that decreased inventory by more than half a billion
dollars, decreased property, plant and equipment by more than $600 million dollars, and
decreased sharcholder's equity by approximarely $1.6 billion dollars. | ask you, as many If,
ask me, how is it this SEC staff person found whant others in the field, including the
auditors, did not? *
And what must the public think of the recent headlines heralding the settlement of a Big
Five accounting firm of fraud charges for its invelvement in a medicare billing scam?
This same firm’s international operations are the subject of a recent case brought by the
Justice Department and the SEC charging them with being an active participant in fraud.
Let me read from the allegations

“The complaint alleges that in 1999, Harsono authorized KPMG-55H
personnel 1o bribe an Indonesian tax official on behalf of one of KPMG-
55H's clients.... KPMG-55H agreed 1o make the illicit payment to influence
the Indonesian tax official... The Commission®s Order finds that, in March
1999, Baker Hughes™ CFO and its Controller authorized the above described
iltegal payment, through KPMG-SSH. its agenr in Indonesia, to a local
government official in Indonesia. (emphasis supplied)”

At an intemational conference of securities regulators in June of this year, the
intemational CEO of this firm said the SEC had over stepped its bounds last year with its
auditor independence rulemaking. He stated awditor independence rules should be based
on an accounting firm assessing whether it had determined it was independent or not. In
response 1o those comments, 1 ask you, does anyone here today think an “agent” making
illegal bribes for a client, is capable of making a determination of whether they are an
ndependent third party, capable of rendering an unbiased opinion cn a set of financial
slalements”

Enron

And 10 top it all off, we now have Enron, who until recent months, was the seventh
largest corporation in America. A company whose value affected every S&P 500
indexed fund in the country.

USA Today has put the losses to investors in Enron at $92 1o $93 billion dollars. The
loss 1o the common stock holders alone is approximately $63 billion dollars. 1 think it
will be some time, months, maybe years before we know the full collaterz] effect and

losses from the collapse of Enron. But for today, let me put these losses in perspective
for vou. They are;
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*  5ix times the losses suffered from Hurricane Andrew

*  Approximately twice the amount of funding Congress recently approved for the
losses from 9711,

* Approximately the amount of the econcmic stimulus package President Bush has
requested for the entire country.

# The losses from failures of savings and loans institutions, such as Lincoln Savings
and Loan and Silverado, which wgether aggregated approximartely four to five
billien dollars, pale by comparison.

As a result of the problems arising from the restatement of the Enron financial
staternents, statements audited by an accounting firm that was paid a 31 million per week,
twenty-onc thousand employees at Enron are wondering if they will keep their jobs, what
they can afford for Christmas and in some cases, what will they do with their retirement
nest ege wiped out

A Profession In Crisis

As Paul Volcker, the former Chairman of the Federal Reserve said shortly before
Thanksgiving in New York, we are a profession in crisis. We are like a ship without sails
in @ stormy sea. We are sorely lacking a captain who can bring us about, raise the sails
once again and get us moving in the right direction. We need to be in search of solutions,
not excuses. Instead of always responding as we have in the past that most audits are ok,
or that we can’t achieve zero defects, we need for once to embrace the notion that the
public expects us to at least pursue a goal of zero defects as an end. albeit a goal that may
prove elusive.

And as a college professor 1 ask you, how do you think investors perceive our profession?
What grade do you think your neighbors, your family and friends, that have their money
invested in the markets, are gong to grade the profession”? Are we even deserving today
of an average grade of “C"™? Have we passed or failed the test of public opinion?

More Than Words - A Call For Action

| often tell my students, the purpose of learning about history and current events, is to
gleam the lessons they teach us. Then | ask the students to take that knowledge and vse it
m & positive manner to change the future. So it is, that our profession also needs to study
the financial disasters we have just discussed, just as the airline industry and regulators
do when an air disaster occurs. We need to study what has gone wrong and use what we
learn in a positive, yet focused and very determined effort. Mozt of all, we need to make
the necessary changes that will ensure that, unlike the movie “Groundhog Day,” we do
avoid tomerrow, what has happened 10 us wday.
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Al the same time, much of what we can learn from history is already catalogued in priors

reports. Reporis from commitiess or commissions that have studied in-depth the

shorteomings of our profession. The 1978 report of the Cohen Commission, the 1983 _
Price Waterhouse report regarding challenges and opportumities for the ACCOUNNNE— =
profession, the 1987 Treadway Committee report, the 1996 repont of the GAQ gn the -
profession and the O"Malley Panel Report issued in Augusi J000. All of these reports

mclude some excellent recommendations including many that our profession has vet 1o
implement.

So what are the solutions?

Eengwed Commitment to the Public Interest

First, we as a profession need 1o recommit ourselves to serving the public. And on this

point, words alone won't do. Too many times in the past the Big Five accounting firms
and the professional trade organization have failed 1o walk the 1alk. Actions are needed.
The time for talking has long ago come to an end. Just ask those Enron employees who
got layed off in the past couple of weeks, just before Christmas. Our words ring hallow
with them, as well they should.

Recently, the CEO of Andersen and the CEO's of the other Big Five accounting firms
called for changes as a result of the Enron debacle. 1 couldn’t agree mare, The CEO's
said the FASB needs 1o fix the problem of SPE’s. But these are the same firms that a
dozen vears age fought the SEC’s efforts 1o establish and strengthen these rules. [l
would add that the “fix™ should include not just SPE's, but also of the hundreds of
billions of dollars of off-balance sheet debt structured as leases or other forms of
structured financings. ]

These CEQ's also said we need 10 establish a more effective oversight system than
currently exists among a group of organizations such as the AICPA, SECPS, PEEC,
QCIC and POB. I couldn't agree more as this is a group that sounds and acts more like
alphabet soup, than an effective regulator. But these are the same firms and CEQ's that
refused Lo sign on 1o & strong new chanter for the POB during the past year, instead
rejecting the recommendations of the O'Malley Panel and SEC and holding out for a
weaker POB, A POB that has NO disciplinary powers or powers Lo set auditing standards
that will protect the public. A POB that is MANY times weaker than a framework for
self-regulation recently adopted in the UK by the profession and regulators. Weaker than
the SEC supervised self-regulatory organization proposed some fifteen vears ago by the
then CEOD of Pricewaterhouse.

The accounting firms also called for improvements in the effectiveness of audits. But 2
year and a half after the O"Malley Panel issued its recommendations, the Auditing

Standards Board (ASB) has yet 10 adopt a single new statement on auditing standcards,
implementing the most eritical recommendations. And when the ASB recently exposed
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an improved standard requiring auditors 10 document more of the work they perform, not
all of these firms voted in suppon of the improvements.

The CEQ's did call for, as SEC Chairman Pitt has previously done, enhanced financial
disclosures such as greater disclosure of key financial performance measures and more
umely disclosure of material information to investors. 1 commend the Chairman of the
SEC and Big Five firms and wholeheanedly suppont their efforts in this regard, Of
course companies ¢an currently do this under existing SEC rules but in many instances
have chosen not to.

But there 15 one MAJOR point these accounting firm CEOQ's are missing. It is the public
interest issue. It is why we have a “F" in CPA. It is the fact that it does not matter what
rules we have for SPE's, it doesn’™t maner what financial information is reguired to be
disclosed, or when it 1s disclesed, if:

1. The CED and CFO plays the numbers game and puts oul inaccurate, incomplete
of misleading imformation, and

2. The auditor fails to say time out, the numbers have to be changed and corrected.

A good first step oward demonstrating 1o the public we are more concerned about
serving the public and less about how we can maximize consulting work by cross-selling
services, would be 1o tell the public we are going 1o remain CPA's, not cognitor’s, not
XY Z'ers, or whatever name they think of next at the AICPA. | urge you to vole againsi
the monstrosity of a proposal by the AICPA for a global business consulting credential,
and the related for profit portal project that appears to line the pockets of some within the
AICPA, but certainly not those we serve. As BDO Seidman said in a September 5, 2001
letter to the AICPA, “In our view, the proposed global credential is an ill-conceived
initiative that could greatly damage the accounting profession and, indeed, may already
have irreparably tarnished the self-image of the CPA.™ PricewaterhouseCoopers, BDO
Seidman and the growing number of state societies that have come out vocally against
this proposal are 1o be recognized and thanked for their opposition to this shipwreck in
the making.

Immediate Adoption of O'Malley Recommendations

A second step towards a solution that will reassure the public, would be for the firms to
commit 1o adopt all of the recommendations of the O'Malley Panel now. The O'Malley
Pancl recommendations include the call to rewrite most, if not all of the auditing
standards 1o make them more detailed and put “teeth” in them. They alse include the call
for forensic type auditing procedures and greater documentation of the actual work
performed. These recommendations should be expedited through the ASE on a “fast
track™ basis. Already the public has waited for over a year. The public should not have
o wait for another year or two or three,
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And the defense Bar should not be underestimated. Recent cases invelving Baymark and
California Micro Devices have raised serious questions as 1o whether the standard of
recklessness the SEC applies o Rule 102(e) proceedings against accountants, is too high
a standard by which to measure unprofessional conduct by an accountant or auditor.
Rule 102ie) is the regulation by which the SEC may censure an accountant in a public
company or an auditor and deny them the nght to practice before the Commussion. The
rule is used to protect the mtegrity of the system and processes thar are key to efficient
markets. It requires that an accountant must be reckless in order to demonstrate they
have engaged in unprofessional conduct. As a resull, in cases involving negligence or
other unprofessional behavior that is less than recklessness, a 102(e) sanction baring the
practice of the accountant before the commission or in a public company cannot be

pursued.

It should be noted that some professionals have challenged the SEC with respect to
whether a Rule 102{e) proceeding may be initiated against an accountant within a public
company, if they are not a currently licensed CPA. Today, many of the CFO's,
Controllers and key financial reporting peaple do not have, or have not maintained &
current CPA license. In essence, the lack of current SEC actions pursuant to Rule 102(¢}
against non-licensed accountants sends a strong message. | think it is the wrong message
that CF(V's and Controllers are berter off without their licenses than they are with them.

Effective Oversight

A third prece of any solution will necessanily entail effective oversight of the profession
In the mid-80's, the CEOQ of Pricewaterhouse proposed an SEC supervised self-regulatory
organization or SRO. [ believe we need 10 seriously consider whether the time has come
for an SEC supervised SRO in light of

* The AICPA and profession having cut-off the funding for the POB in spring of
2004 when it attempted to fulfill its mandate to the public and carry out an
mvestigation of the lack of compliance with independence rules

#  The AICPA having & weak, if not 1otally meffective self-disciplinary group called
the Professional Ethics Executive Committee or PEEC. A proup that conducts its
meetings behind closed doors, that often defers taking action on cases for years at
a time, that has no subpoena powers, and that has failed to take action in 2 number
of instances after the SEC has. The AICPA and firms had stated to the SEC and
public in press releases owards the end of 2000 that they would work towards
increasing the public membership of this organization from the current three out
of 20 members. Andersen publicly said it would support an increase in public
membership to half of the commitiee’s total membership. Unfortunately, this has
become a broken promise,

» The AICPA creating a for-profit portal and web of business relationships along
with a business consulting credential. It is difficult 1o understand how a not-for-
profit organization can enter into this web of for-profit relationships and not

10
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create conflicts with the notion of being a public interest self-regulatory
Organization.

* The POB iself has no disciplinary powers and has fought to avoid getting them

* The POB has limited capabilities to ensure auditing standards are written based on
meeting the needs of the public for effective audits, as opposed to being written
by, and for, the general legal counsels of the firms.

®  The Quality Control Inguiry Committes or QCIC that is often trumpeted as
investigating alleged audit failures in fact has no subpoena powers. It only has
members from the profession, often retired parners from the Big Five “club”,
lacks members from the public and only looks at documents that are already
publicly available. It has recommended cases to the PEEC for further action.
Action that too often fails 1o materialize.

The new regulatory system being implemented in the UK. provides a glimpse at the key
components that must be in any effective self-regulatory sysiem for the accounting
profession. These include:

* A governing beard comprised of representatives of the public who are not
practicing accountants and that conduct their affairs in the “sunshine.” As
Senator Patnick Daniel Moynihan has said: “Secrecy is for losers.”

* A disciplinary mechanism that has subpoena powers and the ability to keep its
investigations confidential until completed.

= Anability 10 oversee or establish auditing stendards that will protect the public
and that are changed on a timely basis in response te shoricomings found in the
system as a result of imely investigations of major financial reporting problems.

*  The ability to carry out timely investigations of particular financial reporting
cases, accounting firms or the profession.

= The ability to perform reviews of the profession and ensure appropriate guality
controls are working effectively.

In light of the Enron matier, the unbroken flow of financial frauds and an alarming
merease m the number of financial statements having to be restated, Congressman
Dingell has called for the FOB 1o undertake an investigate Andersen and the profession.
We will soon see if the POB is really the representative of the investing public we hoped
for, one that will speak out on behalf of and protect investors; or is in reality what is best
referred 1o as a "Quiet, Lets Not Rock the Boat Board.™ Keep in mind that during the
very public, very heated debate on the awditor independence rules last year, while
investor's testified and commented time and time again, the POB was so silent you could
hear the pin drop. Perhaps now we will finally see a reinvigorated POB go back to the
drawing board and adopt ALL of the recommendations of the O'Malley Panel. The
public deserves no less.

Iimely and Quality Accounting Standards
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Reestablishing the public®s trust and confidence in the numbers must alzo include a
renewed effort on the part of the standards setters to provide timely guidance in the form
of high quality accounting standards. And by high quality accounting standards, | mean
standards that will result in the financial statements reflecting the actual economics of the
underlying business transactions.

We have what is acknowledged around the world as being the best accounting standard
sétter — the Financial Accounting Standards Board or FASB. But the Board today ofien
comes under tremendouws pressure from business, the accounting firms and Congress to
compromise its conceptual framework and adopt standards that give management more
ability 10 be less transparent abour the acrual results they have achieved. You only have
to look to Statement No. 123 on stock options, No. 133 on denvatives and most recently
Mos. 141 and 142 on business combinations for classic examples of such behavior.

And in light of the Enron matter, we have already seen some critics use this opportunity
to anack the Board s efforts 1o move toward more Tair value measures. Instead, they
would rather have the balance sheet show a number the company paid for an asset, a
value that provides investors absolurely no information as to what the real values of
assets and habilities are in today’s world. These people have short-term memories and
have conveniently “forget” about the under-reported losses that oecurred in the S&L
debacle. or the losses on derivatives that “surprised” investors of companies such as
Proctor & Gambles, Gibson Greetings, and Bankers Trust when their true value and
exposures became known, Or how about the Fortune 50 companies where
approximately ten percent of them had to report an impact of greater than $50 million in
their financial statements, some even in the billions, when they were required 1o report
their derivatives at their fair value this vear. The question is not whether we should use
farr value reporting, but rather 2 matter of adopting standards and guidance that ensure
the values reported are reasonable. And last year the SEC stafT made just such a request
to the accounting profession.

Yet the Board has taken way 1o long to develop standards that are sorely needed 1o
protect the public. For example, the Commission asked the FASE to address the issue of
whether certain transactions result in a liability or equity in the mid-70"s. Investors are
shill waiting for an answer. In 1932 the FASB undertook the project on consolidations,
which includes the issve of SPE"s. An issue the staff of the SEC has repeatedly urged the
FASE 10 act on during the past three years. Today investors are still waiting for an
answer. In 1970°s the Cohen Commission recommended the FASB adopt a standard that
would require a footnote describing and discussing items in financial statements that
effect the comparability of the statements from one period to another, a standard that
would have gone a long way towards fixing the current “pro forma earnings” problem.
Yet investor's today, afler almost twenty-five years, are still waiting for guidance, 1f the
SEC and investors are to lock first to the private sector to set standards, then they have
the right 1o expect imely action on the part of the standard setters.
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One of the reasons the Board is kept 50 busy, 15 the ability of those who design, structure
and engineer financial transactions, to get around the rules. The advent of the SPE's in
the early o mid B0's 15 a product of such efforts. Much of the off balance sheet lease
linancing can also be atiributed to financial engineering. A design and engineering
process the accounting firms play a key role in and which results in less, rather than
maore, transparency for their real client, the investing public. Each of the accounting
firms work closely with investment bankers and chients (o structure off-balance sheet
transactions and products that can make Wall Street and the firms millions, but in the
Enron debacle have cost investors billions. While [ firmly believe an accounting firm
should work closely with companies it audits to ensure they get the accounting answers
right, working with them to remove things from the eyes of investors is just plain wrong.
[ urge audit comminees and the Auditing Standards Board to take the necessary steps to
stop this practice immediately.

And speaking of standard-setters, let me mention the Emerging Issues Task Force or
EITF. This is a group of professionals from the accounting firms and industry who meet
in Nerwalk Connecticet about every other month to discuss and provide guidance on
emerging accounting issues. The group does not include representatives of the public or
users of financial statements, such as investors. While the new Internaticnal Accounting
Standards Board must approve all standards adopted by its equivalent of the EITF ina
public process, the approval of the FASB 15 not required for any EITF standards. The
Board can override an answer the EITF approves, but has formally done so only once
since the formation of the EITF in 1983,

The EITF does not have a charier or mission 10 come up with an answer that provides the
greatest transparency and highest quality financial reporting. And all oo ofien, the group
arrives at exceedingly complex answers that are difficult at best 10 implement in the field,
driven by business inlerests of special interest groups, industry members and accounting
firms that are often lobbied by their clients, That is what happened when the EITF dealt
with the issue of SPE's in 1990 and the members initially voted not to do anvthing. An
impassioned plea for help by the SEC stalf resulted in a final watered down rule that
quite frankly does not adequately address the issue.

Today some believe the EITF's most impoertant role 15 to serve when needed as an
amnesty program, by constanily giving a “bye™ to those who in the past have failed io
follow the spirit and intent of the rules, a view | also share. The EITF's most recent
deliberations on the &ccounting for elimination of the effects of derivative transactions in
consolidation is a glaring example of such standard setting,

Too bad the Enron investors and workers won't get a similar “bve™ on their losses. It is
time for the Board of Trustees of the FASE, to undertake to have an independent review
performed of the EITF, and ensure it is adequately serving the public's interest.

Enhanced Disclosures

Both current SEC Chairman Pitt and former Chairman Levitt have rightly called for
enhanced disclosures regarding financial measures that would provide investors greater
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information about the value of companies, The Garten Committee was established to
study this issue. Its report this summer recommended the SEC develop a concept release
soliciting public comment on the isswe. In addition, the SEC staff called upon the AICPA

to take steps to ensure the comparability and consistency of these types of disclosures,

Many have suggested that these rypes of disclosures be made optional or voluntary, That
takes no effort as there is nothing that prevents a company from making these types of
disclosures today. Nothing that is, but management itself.

I urge the SEC 1o move forward with a concept release or perhaps in light of Enron, go
directly into rule making. I believe all companies should be required to disclose the ten
or twelve most significant key performance indicators, or KPI's as they are commonly
referred to. This should be a flexible disclosure system that at least initially permits each
company to determine which KPI's are most relevant to measuring the performance of
the company, and then disclose those on a consistent basis with disclosure of how those
indicators are determined.

And [ would be remiss if I did not also say | wholeheariedly support Chairman Pitt and
Chief Accountant Herdman in their call for financial statements written in “Plain
Englhish.”™ 11tell you that ali too often the legal community has nothing up on the
accountants when il comes to disclosures that efien read as if the attorneys had written
them. And certainly GAAP does not require this so we cannot blame this on the FASE or
other standard setters. Theose who prepare financial statements as well as auditors need 1o
step back, remember who our audience 15, one out of two Americans, and write the
disclosures in a fashion that i much more understandable and user friendly. We need 1o
keep in mind that GAAP and the SEC rules are not “maximum levels of disclosures you
must s1op at, but rather are minimum levels that may very well need to be supplemented
te give an investor a clear understanding of what 15 being discussed.

Former SEC Chairman Ray Garrett had it right when in 1975 he said:

“In the final analysis, it seems to me that rules are a necessary part of
financial disclosure and that it is only fair to allow people to predict
accounting outcomes of transactions a1 the time they are entered into. On
the other hand, it is not reasonable 1o expect that rules will serve as an
immunization against the obligation to reflect reality in financial
statements, Rules, therefore, can only be reparded as o minimum, Good
information for investors reguires good will and good sense as well as
pood rules (emphasis added).™

Thinking back to some of the financial statements | have prepared in the past, I know |
could have done a better job on this point myself. And this is a recommendation all of us
can implement immediately without a rule being forced vpon us. 1 say “Lets go do it and
do it this vear!”

[ime To Reconsider For Mandatory Rotation
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Ome of the things that really caught my attention while ] was at the Commission, as well
as on other occasions, was the number of times | have seen auditors actually identify an
issue, but then did not get it fixed. Instead of calling 2 strike, they were like an umpire
whao gives the batter a pass and calls “ball four™ rather than strike three — you're out.
Waste Management, WR Grace and JWP are three such examples mentioned in a recent
Washington Post series of articles that should be required reading in each auditing class.

Ellen Seidman, then Director of the Office of Thrift Supervision or OTS, testified before
the Senate Committee on Banking, Housing and Urban Affairs on September 11", 2001
regarding the audit of the failed Superior Bank. In her opening statement the Director
stated “Congress or the FBA's [Federal Banking Agencies] could also encourage the
AICPA and SEC to establish an ‘external auditor rotation requirement’. .. its adoption
would result in a “fresh look” at the institution from an audit perspective, to the benefit of
investors and regulalors.”

Orver the years | have wavered back and forth on whether we should institute periedic
mandatory rotation of audit firms. On one hand the accounting firms rotate the audt
partner every seven vears. Yet | have seen the former panmner rotated “off™ 10 serve ina
client relationship role, while & new younger partner is brought on. When | raised this as
an issue with the AICPA SEC Practice Section a couple of years ago, they quickly
dismisged it as a non-issue.

The accounting firms also cite that problems have been encountered in the first year of an
audit. They state the first year is when an auditor 1s most at risk while learning about the
business. However, | have never heard one of them say they did not learn enough about
the business in the first year to complete the audit. And think about it, | am not aware
that any of the financial frawd cases | cited above involved the first year audit of an
company.

As aresult, | think it is time we rethink the need to institute mandatory auditor rotation. 1
can't help but think that if the partners of Andersen, PWC or Emst & Young on Waste
Management, WR Grace or JWP had known someone would be looking at their work,
they might have called the third strike in the numbers pame.

Corporate Governanee that Governs

And | would be remiss if I did not discuss the issue of eorporate governance. The second
most popular accounting guestion on Enron behind “where were the auditors™ is the
question of “where was the audit commitee”” Unfortunately we won't know the answer
for some time, as we do not know if they did ask the tough questions and if they did, who
provided the answers.

But in the meantime we can move forward with changes to enhance the role of the audit
committees. Consistent with the findings of the Blue Ribbon Panel on Audit

Committees, we should request the stock exchanges to adopt measures that would require
the audit committee, as opposed to management, to retain the services of the auditors.
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The stock exchanges should remove their rule that permits a board to “override™ the
independence requirements for board members on an awdit committee. And the audit
committees should be required to approve in advance all services, and disclose if they
have, as the SEC once did in the late 1970"s, before the rule was withdrawn in the early
1980,

As was recommended by the O"Malley Panel, the audit committee should be required 1o
obiain each year a report from the CEO and CFO that states whether the company’s
internal accounting controls are working effectively. Management should also have to
include this repont in the Annual Report to shareholders as has been recommended by the
Financial Executives International. Perhaps the auditors should be required to rigorously
examine the internal controls, a step they are not required to do today. It is worth noting
that in the case of Rite-Aid, management had included a report on internal controls in
their filings with the commission that failed to detail out the material weaknesses in
internal controls. Investors heard nothing about those weaknesses, not from the
company, not from the audit committes and not from the auditor's until the Form B-K
announcing a change in auditors was filed with the commission many months after the
restatements began. Unfortunately the Form 8-K, announcing the change in auditors for
Xerox, also highlighted material weaknesses in accounting controls. No doubt a number
of people must be asking, why 15 it we find out about problems with the internal
accounting controls that are necessary for accurate financial information and disclosures
o investors QVLY when there 15 a falling out between the company and its auditors?

Let me switch briefly to the subjeci of the chief financial and principal accounting
officers. Today, CFO’s at the major American corporations turn over approximately four
times faster than they did at the beginning of the 90°s, And while the turnover ten years
ago was often tied 10 one’s retirement. it is much more likely today to be tied to a
COmpany missing an earnings estimate. Way too often today the CFO becomes the “fall
guy” for such misses while the CEQ's, COQ's, vice presidents of manufacturing.
Marketing and other key management positions stay on. And &s surveys have shown, it
15 all 100 ofien the CFO wha is pressured by these other members of management to stir
the pot and cook the books. And when the CFO doesn't like the recipe that is handed to
him or her, they are shown the door.

As a result, [ also believe the SEC should make a change to its rules for Form 5-K. A
Form B-K should be required to be filed whenever a chief financial officer or chief
accounting officer 1s terminated. The report should require disclosure of whether the
audit committes approved the termination and whether there were any disagreements
regarding inancial accounting or disclosure matters. Perhaps a similar disclosure should
be required for audit commities members.

Informed Investing

While 1 have been critical of the profession in relation to the events of the past few years,
let me point out that there has been plenty of blame to share among all of the market
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participants. As | pointed oul earlier, analyst’s conflicts have essentially rendersd their
research worthless, Research that lacked depth and reality in the past.

At a hearing regarding the Enron matter in the House of Congress on December 127
subcommittee Chairman Baker pointed out on that day, there were still 13 analysts
following Enron. He aptly noted that of the 13, 2 had recommendations of strong buy, 1
had a recommendation of strong sell, and the other 10 were somewhere in between. With
all of the uncentainty surrounding Enron, | wonder how anyone can come up with a
strong buy recommendation? And we should all be aware of the fact, that when analysts
say recommend or buy, they really don’t mean that. Strong buys mean buy, buvs mean
haold, and holds mean get out of it.  You don't have to worry about what a sale or strong
sale mean because they are as rare today as a 57 Chevy. Accordingly, what we really
need 1s new rules for analysts that replace this opague system of misleading puidance
with a system the average American investor can understand and decipher without a
tramslator.

If analysts desire 1o become part of the solution, they will also have to find a way to
resirict and disclose all conflicts in a very substantive fashion. Sitvations such as the one
recently discussed in the New Yorker where a CSFB analyst downgraded an entire
mndusiry group and then was terminated does not provide investars with confidence this
will happen.

The rating agencies also swung and missed on a timely downgrade of Enron's credit
ratings. This was the second sirike this vear a5 the same thing happened earlier with
Pacific Gas & Electric. The agencies say if they downgtade the debt the result will be a
negative impact on the companies that will worsen their situation. Excuse me folks, but
that is exactly what [ thought we had the rating agencies for. The Enron debt was trading
for something like 50 cents on the dollar by the time the downgrade from the ratings
agencies matenialized. If they are going to tell us the patient is dead only when they can
no longer feel a pulse, | fail to see what value they bring to investors and the markets
Perhaps the SEC and Congress need to take a closer look at the practice of these
OrEaniZalions.

And investors also must learn that if they are going 1o invest, they must do their
homework. Investing without studying and learming about the company or mutual fund
you are going to invest in 15 like taking a test without going to class or reading the book.
The results are never good and there 1s only one person to blame. And its not the teacher!
Enron is a classic example of this as many investors, including some of the countries
largest institutional invesiors such as Alliance Capital, Fidelity and Janus, invested in
Enron despite the fact they made disclosures no one could understand, about complex
business transactions that involved a seemingly endless web of potential conflicts.

Cloging:

On September 2 of this year, the New York Times wrote:
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“But something else is weighing on stocks. That is the creeping realization
among investors that the momentous carmings reporied by many companies in
recent years may have been digitally remastered to include & lot of hype,
embroidery and fluff.

This is significant. Investors coming around to this view will be less inclined
to trust forecasts that company executives make, Having lost faith in a
company"s numbers, investors will be unable to place a fair value on its stock.
In the dark on valuations, many investors will shun the shares.

An extreme reaction? Mot at all. It is precisely the payback that companies
deserve for embellishing their eamings.”

But our capital markets are 100 important to our couniry and the investing public to allow
this damage to continue. When we see investors lose their confidence in the numbers,
they lose confidence in the markets. Then they flee to safer havens as we have seen them
do this year when for the first time in over a decade, cash has been drawn out of the
equity markets. And as that occurred, the air has been taken out of our economy and the
economic boom | spoke of at the beginning, has tumed into an economic drought with
millions of Americans having lost their jobs and livelihoods.

Our profession has an important role 1o play in fixing what is wrong. Events of the last
few years and in particular the last few weeks have cast a long shadow over us. We must
chose whether 1o step out from under it by taking quick and responsible actions or remain
within the shadow for a long time.

Warren Bennis once said “Leaders are people who do the right things. Managers are
people who do things right ™ Today, we need to find leaders who have that rare vision
and foresight that will once apain ensure serving the public interests 15 our number one
priority. Leader's who are willing to take quick action, not just speak words,

And we need 10 deliver to our customer, the investing public, the product we have so
proudly advertised in the past. Today the public has come to guestion the integrity of
what we do, just as they have wondered about the tires on their cars. We can no longer
afford o let this lack of trust and confidences erode our credibility. We must act
immediately, before they seek another product, to restore their faith.
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Overview of Audit Committee
& Audit Issues
T T R e e R I N e

Stuart L. Gillan
Research Economist

ﬁ ilﬁ.ﬂ.-EREE

The viewd eapoesied e thast of ke mitkor and de el secexmianly reflect tae off
TlanCREF

Big Issues
e R T e e o v e
» Audit Committee
= External Auditors
» Board of Directors
« Disclosure
Conflicts of interest
Off-balance sheet items
« Stakeholders
Employees
Creditors
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SEC Audit Committee Rule

(Jan. 2000)
B

» Require that companies' independent auditors review
the financial information included in the companies’
Quarterly Reports

e Require that companies include reports of their audit
committees in their proxy statements;!-
- (1) reviewed and discussed the msdited financial statemnents with
management;

- [} discussed with the mdependent auditors the mariers required to
b discuss=d by Statement on Aoditing Standards Mo, 61,19

SEC Audit Committee Rule
T e e - T S e

. Statement by the AC whether the audited financial
statements be included in the company's Annual
Feport on Form 10-K.

- Disclose whether their Board of Directors has
adopted a written charter for the audit committee,

. Iisclose whether the audit committee members are
“independent” as defined in the applicable listing
standards,” (disclose additional information about
directors not considered independent),
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Other BRC Recommendations
Independence

» Tighter definition of independence for board
members on the audit committee

» Committee comprised solely of independent
directors.

Other BRC Recommendations
e R e T I v ==

Effectiveness

Minimum of three financially literate directors

Cutside auditor 18 accountable to the board of
directors and the audit committee

= Audit commattee 15 responsible for ensuring that the
outside auditor is independent.

Audit committee and outside auditor should discuss
Judgments about the guality of the company's
accounting principles.
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SEC Auditor Independence Requirements
(Feb. 2001)

T N S et o n |
» Emphasis on independence

s Fee disclosure
Audit
Mon-audit

Information systems

IRRC Analysis of Audit Fees
e T N SR N P e e |

Cospanies’ Revenus Audil Feex Aggregaie Peey
Paid ol
. 550 mlion hverage FTEX Rk E;F_-lﬁ
miil < § 1540 mil .in-mg: 5177, 70 458 b4
0a) dd < R50RD rril J A erae 5307, a7 160317
S0 ezl <30 hil 4 e s S48, Lin Bl asd 4an
I Il = §3 Wl 4 veragn 57,197 51,534 143
3 il = 55 Wl kel 55,3708 4435 821
5 il 510 Bal l.w-nir L ST,.000 £40
&:hmm [ovemar 00,17 1% B R 1]
50 bal = S100 il P erige U553 R R |
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Scarrce: IRRIC analysis Toe 1,070 compasies.
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SEC Fails to Grant No-Action Relief
on “Auditor Conflict” Shareholder Proposal

e R P o |

# Sharcholder proposal at Disney

e Requests board to ensure that the external
audit firm provides only audit services

« Similar proposals at at least 20 other
COmpanies
» Calls for rotation of auditors

Audit Committee Activity & Independence

C L T ol e T e e N P T e

In year 2000
1,700 large US companies

Audit Cttee. Full Board
s Avg. Size 3.5 9.5
o Avg Indp 85% 61%
« Meetings 35 7.5
{source [RRC)
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Enron Board and Audit Committee

R T A S S|

s 14 member Board
Chatrman Lay
CEO/President Sklling
3 non-employees with business links
9 independent {few other board seats)
Met 9 times

« 6 member Audit Committee

1 with business link
Met 5 imes

The Audit Committee

A e T T A R et i |

&  Recommends
. The appeinment of the sdependenst audiors 10 the Board of Dbrectars,
= Reviews
The soope of and fees related o the audit,
Accounting pelicies and reponsng practioes,
Irternal asditing and wtemnal controls,
Compliance with Enron's policies regarding husiness condeac

o  The Aadit Conumdties
Met and held disoossions with manggement
Independent muditors,
Consolidaed financial stalements were prepared in accordance with GAAP

Reviewed and dscussed the audired consolidaned finameial seaements with
managemend and the independent sudvors
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Some Textbook Red Flags (KPMG)

Inappropriate “tone at the top”

e

Unrealistic growth goals

»

Owverly complex orgamizational structure or
transactions

High turnover of senior management
Unusually rapid growth

Inexperienced management

L]

Related Party Transactions 1999

» The effect of the transactions was

(1) Enron and the third-party amended certain forward
contracts to purchase shares of Enron common stock,
resulting in Enron having forward contracts 1o purchase
Enron commuon shares at the market price on that day,

(ii) LIM received 6.8 million shares of Enron common
stock,

(iii) Enron received a note receivable and certain financial
instraments hedging an investment held by Enron.

Enron recorded the assets received and equity issued at
estimated fair value.
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Related Party Transactions 2000
B L e

» Enron and the Related Party entered into an
agreement to terminate certain financial instruments

# Enron received approximately 3.1 million shares of
Enron common stock held by the Related Party, A
put option was terminated under this agreement.

« Enron paid approximately $26.8 million to the
Related Party.

“Enronism”

Financial Times, Jan 10, 2002
e T R PO PR R et e i

= "You have two cows. You sell three of them to your publicly
listed company, using letters of credit opened by your brother-
in-law at the bank, then execute a deblequity swap with an
associaled general offer so you get all four cows back, with a
tax exemption for five cows.

« The milk rights of the six cows are transferred via an
intermediary to a Cayman Island company secretly owned by
the mapority shareholder, who sells the nghts to all seven
cows back to your listed company,

a The annual report says the company owns eight cows, with an
oplion on ene more."
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